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STATEMENT BY CHAIRMEN 


From time to time during the last 25 years the Congress has con- 
sidered proposals to augment existing institutions for supplying 
capital and credit to private businesses. “Many of these proposals have 
been enacted. Some of the more prominent Federal programs of this 
kind have been the activities of the Reconstruction Finance Corpora- 
tion, the Small Defense Plants Administration, and the Small Busi- 
ness Administration. None of these programs has been directed 
toward providing capital or credit to an extent or of a kind 
thought to be necessary by many members of the public and of the 
Congress. 

This thinking has become more intense in recent years. It is 
reflected by the many bills introduced in the 84th and the 85th 
Congresses and the increasing attention given the subject by the four 
congressional committees having primary interest—the Banking and 
Currency Committees and the Select Committees on Small Business 
of both Houses of Congress. 

With the knowledge of and encouragement of these four committees, 
the research staffs of the Board of Governors of the Federal Reserve 
System are conducting a study of the financing problems of small 
businesses. The first 2 parts of this 3- part study are complete and were 
submitted to the 4 interested committees on March 31, 1958. We 
believe this study to be of great interest to our committees, the Congress, 
and to the public. We believe that consideration of pending bills 
dealing with this ae can be conducted more judiciously and 
expeditiously thereby. 

J. W. Fursricut, 
Chairman, Senate Banking and Currency Committee. 
Brent SPENCE, 
Chairman, House Banking and Currency Committee. 
Joun J. SPARKMAN, 
Chairman, Senate Select Committee on Small Business. 
Wrienr Parman, 


Chairman, House Select Committee on Small Business. 
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LETTERS OF TRANSMITTAL 


Boarp oF GOVERNORS OF THE 
FEpERAL RESERVE SYSTEM, 
Washington, March 31,1958. 
The Chairmen, Senate Committee on Banking and Currency, Senate 
Select Committee on Small Business, House Committee on 
Banking and Currency, ITouse Select Committee on Small Busi- 
ness. ¢ ‘ong ve SS of the United Ntates. Wash ington, De. 

GENTLEMEN : Last fall the research staffs of the Board of Governors 
and the Federal Reserve banks undertook a study of the financing 
problems of small business for the information of the System, the in- 
terested committees of the Congress, as well as the public generally. 
Effort was directed toward developing as muc h information as possible 
for use by the Congress in its 1958 session. 

I have the honor to submit herewith two parts of the study, Finane- 
ing Small Business. 

Part I: Background Studies, presents a series of 16 studies of aspects 
of small business that are important from the point of view of their 
financing, and a summary study. These studies are based largely on 
existing data and materials. They were prepared as independent 
papers by individual scholars at leading universities as well as by indi- 

vidual members of the Federal Reserve research staff. 

Part IL: Surveys of Credit and Capital Sources, presents the results 
of data obtained, by questionnaires and interviews, from commercial 
banks, commercial finance « ‘companies and factors, trade creditors, life- 
insurance companies, and investment companies and others supplying 
equity capital, together with a summary of the surveys. These surveys 
were conducted, and the results an: alyzed, by the Federal Reserve re- 
search staff. 

Part IIT is a longer range, experimental venture designed to obtain 
uteri on the financial structure, practices, and problems of 
small-business concerns through interviews with, or mail question- 
naires to, the businessmen themselves. It is still in the exploratory 
stage and results will not be forthcoming until sometime next year at 
the earliest. The Bureau of the Census of the United States Depart- 
ment of Commerce is cooperating In this exploratory work. 

The small-business financing study is under the general supervision 
of Ralph A. Young, Director of the Board’s Division of Research and 
Statistics. 

It is hoped that the study will be of value to the Congress in its con- 
-ideration of the financing problems of small business. 

Sincerely yours, 


Wa. McC. Martin, Jr... Chairman. 
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Identical letters of transmittal to— 

The Honorable J. W. Fulbright, chairman, Senate Committee 
on Banking and Currency, United States Senate. 

The Honorable John J. Sparkman, chairman, Select Committee 
on Small Business, United States Senate. 

The Honorable Brent Spence, chairman, House Committee on 
Banking and Currency, the House of Representatives. 

The Honorable Wright Patman, chairman, House Select Com- 
mittee on Small Business, the House of Representatives. 





PREFACE 


This inquiry has several objectives. First, it brings together avail- 
able information bearing on the question of the financing needs of 
small business and the adequi icy of the economy’s facilities serving 
these needs. It develops such new information as might be helpful 
in clarifying a possible gap in the economy’s present financial mecha- 
nism. Second, it explores the question as to whether the anti-inflation- 
ary credit and monetary policy, in effect during the years 1955-57, 
bore adversely on the prosperity of smaller businesses. 

The scope of investigation 1s broad, since small-business financing 
is a subject of many facets and ramifications. As with other studies 
of national financial problems conducted under Federal Reserve aus- 
pices, the aim of investigation has been to contribute to a wider public 
understanding of problems of national importance and to provide in- 
formation helpful in forming judgments on questions of public policy 
toward them. 

Planning work on the investigation was initiated in the spring of 
1957, when the Board of Governors assigned to the System’s research 
staff the task of inventorying available information on small-business 
financing practices and problems and on needs for additional infor- 
mation. After several months of work, a staff exploratory group re- 
vorted that, while analysis of existing data might throw considerable 
light on small-business financing problems, much new information 
would be required to answer the questions that were being crystallized 
in public discussion. The group, therefore, recommended a study pro- 
gram embracing essentially (1) a reexamination of existing data and 
materials bearing on the financing experience and problems of small 
business; (2) a cross-section survey of lender and investor operations 
and practices, to develop new information through interviews and 
questionnaires; and (3) a new comprehensive study of the financial 
structure and financing practices of business, giving special emphasis 
to the distinguishing characteristics and special problems of small- 
business men, with the new information to be obtained through field 
interviews and questionnaires on a national sampling basis. 

The program was submitted in the autumn for review and comment 
to the Board of Governors, the presidents of the Federal Reserve 
banks, and the chairmen of interested committees of the Congress. 
Following this review, the Board authorized the investigation to be 
undertaken, with the understanding that work on the first two parts of 
the study would be completed by the spring of 1958, but that on the 
third part only exploratory work could be carried out by this target 
date. 

The System planning group for the study as a whole included: 
Albert R. Koch, associate adviser of the Board’s Division of Research 
and Statistics, chairman; Thomas R. Atkinson, senior economist, Fed- 
eral Reserve Bank of Atlanta; Daniel H. Brill, Chief of the Capital 
Markets Section: and James B. Eckert, Chief of the Banking Section 
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of the Board’s Division of Research and Statistics; Robert S. Einzig, 
assistant vice president, Federal Reserve Bank of San Francisco; Lyle 
K. Gramley, economist, Federal Reserve Bank of Kansas City ; George 
W. Mitchell, vice president, Federal Reserve Bank of C hicago: Robert 
V. Roosa, vice president, Federal Reserve Bank of New Yor ke: ; Charles 
E. Walker, vice president, Federal Reserve Bank of Dallas; and James 
EK. Wert, economist, Federal Reserve Bank of Cleveland. 

For the Board of Governors, Mr. Koch and Miss Susan 8. Burr, 
associate adviser in the Board’s Division of Research and Statistics, 
have given full time to supervising the work on the program, Mr, 
George Garvey, senior economist, Federal Reserve Bank of New York; 
Mr. Mitchell ; and Mr. Brill-have been in immediate charge of the three 
parts of the project. Each has had a group of System “research stafl 
associated with him in his phase of the study. 

Ratpu A, Youne, 
Director, Division of Research and Statistics, 
Board of Governors of the Federal Reserve System. 
Maron 31, 1958. 
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STUDIES 1-16 
BACKGROUND STUDIES 


[Studies in part I were prepared by economists in the Federal Reserve System 
and at universities or in other private organizations. Views expressed are those 


of the authors and do not necessarily reflect the views of the Board of Governors 
of the Federal Reserve Banks. ] 











PREFACE TO PART I 


The purpose of the background studies is to analyze available knowl- 
edge bearing on the financial position and problems of small business. 
Much of the factual knowledge required for fully evaluating the sub- 
ject has never been collected, and it was not the purpose of part I to 
fill gaps in basic information. Indeed, the background studies in 
the main reexamine and utilize existing information for whatever 
new light this may throw on the financial problems of small business. 
Gaps in the data which are brought into focus will be filled in some 
degree by parts II and ILI of the project. 

In part I, critical areas of interest have been assigned to individual 
authors. Some contributors are scholars from leading universities 
and prominent. research organizations; other are members of the re- 
search staffs of the Federal Reserve System. An extensive, topical 
bibliography on economic and financial aspects of small business for 
the use of the authors was prepared by Katherine McKinstry, econo- 
mist, Federal Reserve Bank of New York. First drafts of papers 
were reviewed by other scholars and Federal Reserve staff members. 

Each author speaks for himself within a zone of coverage suggested 
by a planning committee, which included Robert V. Roosa, vice presi- 
dent, Federal Reserve Bank of New York, chairman; Thomas R. 
Atkinson, senior economist, Federal Reserve Bank of Atlanta; and 
James B. Eckert, Chief of the Banking Section of the Board’s Divi- 
sion of Research and Statistics. Thus the views expressed are not 
necessarily those of the Board of Governors or the Federal Reserve 
banks. The Federal Reserve System is deeply indebted to the authors 
for undertaking the assignments and completing their studies in the 
short time between October 1957 and February 1958, as well as to the 
re viewers. 

Financial problems of small business must be viewed in relation to 
those encountered by businesses of other sizes, including larger busi- 
ness. They must also be considered in relation to the basic “goals of 
growth and stability of the entire economy. Ideally, a wider range 
of topics should have been covered. This was possible to only a limited 
extent. 

While the financing problems of small business have received more 
public attention since the war than most other small-business prob- 
lems, it is by no means established that financial difficulties are more 
pressing than others which confront small concerns. Financing, pro- 
duction, marketing, management, and other problems of small busi- 
ness are all closely interrelated. Any significant and durable improve- 
ment in one area depends on simultaneous progress in related areas 
This is one of the reasons why recently expanded activities of the 
Federal Government in the field of small business have involved 
assistance in such aspects as marketing and research. 

The financial aspects of small business are those with which mone- 
tary authorities are most immediately concerned and which their staffs 


XXV 








XXVI PREFACE TO PART I 


are best equipped to study. Since limitations of time and manpower 
prevented an all-inc lusive approach to problems facing small busi- 
nesses, the background studies represent a compromise between the 
narrowly financial and other aspects. Several contributions present 
some of the broad considerations that are relevant in attempting to 
put the financing problems of small business into a proper perspective. 

It was not feasible to include even a cursory review of foreign de- 
velopments which would have shown the universality of the financial 
problems of small business. Nor was it considered desirable or nec- 
essary to cover the period before the end of World War II, partly 
because of an earlier comprehensive study of the subject sponsored 
by the Committee for Economic Development and written by A. D. 
H. Kaplan, one of the authors of the current studies. On the other 
hand, limiting the background studies to the recent period of credit 
and monetary restraint would have resulted in an undesirable fore- 
shortening of the perspective. 

Some information relating to earlier periods was used because of the 
dearth of recent factual data characterizing the field of small business. 
Much of this material is fragmentary or tangential. Information 
being assembled for part II was not available to authors. In some 
cases, authors drew on related material and analyzed by analogy, or 
even generalized on the basis of limited practical experience. “Only 
in exceptional cases (as in studies by Anderson, Moore and associ- 
ates, Schweiger, and Pickering) was it feasible to supplement pre- 
viously available data by tabulations specially prepared for these 
studies. 

Some of the main analyses and conclusions developed in the back- 
ground studies are summarized in the introductory paper which also 
attempts to build some bridges in order to bring the individual studies 
into a closer relationship. 

Grorce Garvy, 
Senior Economist, 
Federal Reserve Bank of New York. 
Marcu 31, 1958. | 





VOLUME 


1. OBSERVATIONS BASED ON THE BACKGROUND 
STUDIES * 


INTRODUCTION 


Part I is limited to nonfarm, nonfinancial businesses. There are 
many small banks, insurance companies, and sales finance companies. 
They have financial problems of a nature sufficiently different from 
those of small concerns in the rest of the nonagricultural business 
sector to warrant their exclusion from the background studies. De- 
spite these exclusions, these studies do not relate to a homogeneous 
universe of firms that share in the main the same characteristics and 
confront essentially the same problems. 


I. SMALL BUSINESS IN THE UNITED STATES ECONOMY 


The financing (as well as other) problems of small concerns cannot 
be analyzed mes aningfully for that all- -encompassing complex universe 
commonly referred to as “small business.” More insight can be gained 
by breaking the universe into its main components, and by recognizing 
that there may be as many variations among different kinds of small 
business, in different industries, as there are ‘between the large and the 
small firms within an industry. 

Indeed, the very universe with which this collection of background 
studies deals defies precise definition. Numerical estimates of the 
business population by three broad-size groups defined in terms of 
employment are summarized in the table below. ‘lle usual alterna- 
tive definitions of small business include all of the firms in the first 

category and some or all of the second. However, any definition of 
small business using a single criterion of size leaves many questions 
unanswered. 

No generally accepted definition of small business exists, and it is 
quite obvious that the same criteria cannot be used in different seg- 
ments of the economy (see study by Stockwell, p. 150). Whatever set 
of criteria may be c hosen, the resulting numbers are to a certain degree 
arbitrary; the resulting delineation of the universe is neither sharp 
nor unequivocal. 


‘By George Garvy, Federal Reserve Bank of New York. 

George Garvy, senior economist, Federal Reserve Bank of New York. Ph. D. Columbia 
University, 1951. 1941-43, member of the research staff of the National Bureau of Eco- 
nomie Research, New School for Social Research, and Cowles Commission for Research in 
Economics. 1948 to date with the Federal Reserve Bank of New York. Member of A nd 
sions of the International Bank for Reconstruction and Development to Colombia, Nica- 
ragua, and Panama. Taught at Columbia University, New York University, Economic 
Development Institute (Washington, D. C.), Centro de Estudios Monetarios Latinoameri- 
canos (Mexico City). Author of The Development of Bank Debits and Clearings and Their 
Use in Economie Analysis, coauthor of Savings and the Problem of Inflation in the United 
States, The Economic Development of Nicaragua, and The Agricultural Development of 
Colombia. Editor, Studies in Income and Wealth, vol. 23. Numerous articles in profes- 
sional journals, 
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FINANCING SMALL BUSINESS 


Where does small business begin and where does it end? Indeed, 
the dividing line between independent professional practitioners. and 
business concerns is at times vague. Usually, independent profes- 
sional practitioners (the doctors, dentists, and accountants) are ex- 
cluded even though many of them employ help, engage in business- 
type activities, and need to finance equipment, At the other extreme 
are concerns in which the owner is actually little more than an agent of 
the firm whose product or services he sells, and whose compensation 
is derived from a fixed gross margin on sales rather than from a fixed 
salary. Many gasoline stations operating with financial support 
from a major oil company are in such a position, as well as certain 
categories of distributors of other products and services. Yet the 
firms at. this other extreme would be included in the usual enumera- 
tions of small business. 


TABLE 1 Number of firms in cperation by industru and by size, Jan. 1, 1951 


Number of employees (thou 


sands 
0-99 | 100-499 | 500 and 
ver 
i 
Mining 36.0 0.9 0.2 
Constructior 374.7 | 2.4 | 2 
Manufacturing 302.8 | 16.2 3.9 
Transportation, communication, and public utilities 7 178.0 | 1.9 a) 
Wholesale trade___- = 266.3 | 2.0 2 
Retail trade 1,817.0 | 3.2 6 
Finance, insurance, and real] estate ens 325. 1 1.5 3 
Service_...- 730.4 2.3 2 
All industries 2 ; 4, 030. 4 30.3 6. f 
1 Most of these firms fall outside the definition of nonfinancial businesses. 
2 Because of rounding detailed figures do not add to totals, 
Source: U. 8. Department of Commerce, Survey of Current Business, May 1954, p. 23. Later data not 


available. 


Most but not all small entrepreneurs derive the principal part of 
their livelihood from their business. A schoolteacher operating a re- 
sort gift shop during the summer vacation, and a retired couple run- 
ning a motel to supplement their income are also part of the small- 
business universe. 

When employment opportunities decline, some people attempt to 
make a living by starting a business even though they are not 
equipped to bec ome entrepreneurs and would even prefer salaried em- 
ployment. Should such “entrepreneurs for lack of alternatives” be 
treated on the same level as innovators who need capital to produce 
new, superior, or cheaper goods ? 

More important than the absence of a generally accepted set of fig- 
ures on the composition of small business is its great complexity. 
Small business, however defined, encompasses many different eco- 
nomic, financial, and social situations which are suflic iently different 
to impose severe limitations on the broad characterizations ‘often used 
in describing small business. Much of the confusion, and many ques- 
tionable generalizations, encountered in discussions of financing (and 
other) needs of small business result from foc using on spec fic prob- 
lems of certain types of small business and implying that they relate 
to the entire small-business universe. Typically, the plight of the 
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FINANCING SMALL BUSINESS 3 


inventor who is unable to raise equity capital is discussed alongside 
a table showing that there are about 4 million small-business con- 
cerns. Yet, small manufac turing enterprises represent fewer than 8 
percent of ‘all small concerns in the United States, while growing 
firms which exploit new products or processes are only a small frac- 
tion of all manufacturing concerns. 

Much of the literature and public discussion centers on small firms 
struggling to perfect, produce, and market new produce ts. The bulk 
of sm: vall concerns, how ever, are engaged in routine operations in the 
distributive or service fields, or quite successfully manufacture items 
which, because of limited markets, high transportation costs, or ab- 
sence of significant economies of scale, are quite profitably produced 
by small units. There is little doubt that the great majority of small 
businesses are going concerns which either have no genuine need for 
additional outside funds or are capable of financing their modest 
requirements from commercial banks or other financi: 11 institutions. 

Clearly, public policy based on economic considerations cannot be 
equally concerned with all businesses that are sm: ull, nor should it be 
interested in promoting any concern merely because it is small. Some 
criteria are needed to identify the types of small concerns that are 
making a real contribution to the maintenance of competition and to 
economic vitality and growth, and to sort out any which may have 
little economic basis for special consideration, or which may even in- 
volve a clear uneconomic allocation of human, physical, and finan- 
cial resources. This is one of the most difficult aspects of any public 
program of financial assistance, and clearly argues for an experi- 
mental approach until more experience is gained. In addition there 
may be social reasons for supporting and promoting certain types of 
small concerns that are not economically competitive (for example, 
businesses suitable for handicapped people) , and whose support may 
even make possible a net economic gain over time. 

The survival of small business 

All economically advanced countries have developed from earlier 
societies in which production and distribution were carried out on a 
small, and often local, scale. The rise of the modern economy has 
thus involved, along with the absolute growth of output, the emer- 
gence and rise of large and very large units in production, distribu- 
tion, and the services. This has necessarily been ace omplished by 
some long-run decline of the relative share of small concerns in na- 
tional output. As a matter of fact, in certain areas of our economy— 
and largely in those which have played the greatest part in making 
possible the large increase in real income per capita, such as electric 
power generation, railroad and air transportation, communications, 
and most of the so-called basic industries—large-scale units dominate 
while small concerns generally play an insignificant role. 

Contemporary observers of the emergence of the large-scale pro- 
duction unit, and of the related rise of the giant corpor: ation, have on 
occasion extrapolated the trend toward bigness, concluding that the 
days of the small enterprise were numbered. In a sense, the wide- 
spread concern with the plight of small business, and much of the 
antitrust legislation, apparently had its origin in the belief that the 
preservation of freedom and social mobility dependent to an impor- 
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tant extent on the maintenance of opportunities for independent busi 
ness to survive and to grow. 

Fortunately, there are solid economic reasons for believing that 
small business does fulfill a useful and necessary function in most 
sectors of our economy. Moreover, there is good evidence that on the 
whole it is fulfilling this function successfully and that, by and large, 
small concerns are holding their own. Many, of course, in industries 
where conditions are suitable, not only prosper but also eventually 
grow to impressive stature. To place this conclusion on solid ground, 
and thus to provide a proper focus for discussion of the financial 
problems and achievements of small business, some of the basic facts 
developed in part I are summarized below. 

Neither the economies of scale, nor the financial power of large 
corporations, nor the emergence of the Federal Government as a 
huge purchaser of defense goods, nor technological changes favor- 
ing automation, nor the billions of dollars spent annually on adver 
tisine have reduced small business to insignificance, or even stifled 
its growth in most of the major sectors of the economy. As shown 
by Markham and Schweiger, the nonfarm small business population 
has grown continuously in numbers, with the exception of periods 
such as World War IT when special circumstances prevailed. The 
telling fact is that by mid-1957 there were about 400,000 more—not 
fewer—independent small concerns than in 1948 by which time the 
highest prewar figure had already been far exceeded. 

True, since total population, output, and all other relevant magni- 
tudes of our economy also grew, the increase of the small-business 
population in relative terms was somewhat smailer than the absolute 
numbers suggest (as shown in Markham’s table 3, p. 209). Despite the 
numerous adverse factors (some of which are discussed in Clark’s 
study for manufacturing, but some of which also apply, in part at 
least, to other industries), small business was able to hold its own, 
and more, despite rather limited support from various Government 
loan and related programs (as evidenced in Arlt’s study). 

Perhaps equally, if not more, important is the fact that in each 
recent year as many as 380,000 new firms have been started, the over- 
whelming majority of them small business under any definition. The 
attractions and rewards of independent entrepreneurship must be 
varied and substantial, and the obstacles to entry, financial and other- 
wise, not so formidable and general as some have claimed. Inde- 
pendence of action and the opportunity to give full scope to one’s 
varied abilities, not always afforded by salaried employment, are 
apparently intangible but real incentives for becoming an entre- 
preneur. The fact that the owner of a small business enjoys certain 
advantages (for instance, the possibility of treating as business costs 
certain expenditures which in effect raise his standard of living) 
is usually not adequately taken into account in analyzing the usual 
financial and accounting statements of a firm. 

Not all of those who became entrepreneurs succeed in maintaining 
a foothold in the business world, and only a few ultimately graduate 
into the larger size business categories.2. Therefore, the number of 





* Some of the 380,000 new businesses involve 2 or more partners or original stockholders, 
while many of the more than 300,000 new owners to whom existing businesses are being 
transferred annually (see Markham, table 8) are also new entrepreneurs. ‘The interpreta- 
tion of statistics on the new business population is beset by a number of diffienlties. For 
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business discontinuances is high (between 325,000 and 340,000 in 
recent years): these include not only failures, but also voluntary 
withdrawals for a variety of reasons. The net result is still an an- 
nual growth of the business population which has averaged around 
50,000 since 1948. It appears that perhaps 99 or more percent of 
these newcomers qualify as small concerns. 

It is against this overall survival and numerical growth that we 
should examine the relevance of small business financ ing problems. 
The available statistics—whatever their shortcomings and limita- 
tions—show clearly that, on balance, powerful forces are at. work 
which continuously inject new, independent. entrepreneurs into our 
economy and permit a remarkable proportion to succeed. At the 
same time these forces apparently also enable many of those who sur- 
vive the initial hazards to continue successfully. What are some of 
these forces, as well as the financial and other obstacles, which they 
are continuously helping to overcome ? 

The background studies do not provide a catalog of the various 
factors that have permitted small business to adapt itself to con- 
tinuous change, to survive, and—in many areas—to prosper. The 
ability and willingness of the financial system—despite all the limita- 
tions and shortcomings dwelt upon in several background studies— 
to provide the necessary funds must have ranked high, as well as the 
continuing ability of the economy to generate enough savings in the 
hands of persons willing to become entrepreneurs, to permit the entry 
of some 350,000 to 380,000 new concerns into the fraternity of small 
business in the average postwar year. 

The nonfinancial factors contributing to this state of affairs seem 
to be numerous; in some cases they favor small business in general, 
and in others specific industries only. Suspecting that the latter 
might be the case, McNulty was asked to select several manufacturing 
industries characterized by the prevalence of small concerns and to 
identify some of the forces which favored their continuing success. 
His study probably could have been duplicated elsewhere within the 
manufacturing area as well as in other segments of the economy. 
Generalizing his findings and drawing upon additional evidence, one 
could list the factors which have favored the establishment and sue- 
cessful operation of small concerns (not only in the manufacturing 
field) somewhat as follows: 


(1) The possibility of purchasing electric power in small 
quantities, 

(2) The existence of markets for secondhand equipment (in 
particular in the hight manufacturing and the service industries). 


(3) The availability of standardized equipment (in particular 
for many types of retail and service lines), in some cases financed 
as il as installed by specialized firms. 


(4) A transportation system permitting small shipments to 
be picked up and delivered at competitive costs. 


(5) Growth of consumer holdings of durable goods requiring 
maintenance and repair services. 


instance, quite a number of new concerns are started by individuals who may have discon- 
tinned oper: ating independent concerns not so long ago. On the other hand, mere transfers 
of business to new owners (see Markham, table 6, p. 212) are not counted as new business, 


but they may, and frequently do, involve individuals who enter business for the first time. 
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(6) Trade-in practices for consumer durable goods resulting 
in secondary markets that are mostly in the hands of small in- 
dependent dealers. 

(7) Efforts of manufacturers to market products or services 
through independently owned outlets protected by franchise and 
other exclusive rights (gas stations, automobile agencies, and 
restaurant chains such as Howard Johnson), frequently sup- 
ported by national advertising, and in some cases through dealer 
financing, equipment leasing, and other forms of financial sup- 
port. 


This list could be extended and supplemented by a description of 
specific financial arrangements, some of which are discussed in the 
studies by Shapiro and associates and by Kaplan and Banner. It 
may suffice to sum up by saying that in addition to factors generally 
favorable to small business, particularly congenial conditions exist 
in certain lines. In lines where small concerns are prevalent, special 
financial and other arrangements tend to develop which are adapted to 
the specific circumstances of the industry. Such specialization may 
not be feasible unless a fairly large number of firms are operating in 
roughly comparable circumstances; it takes a market to create a 
new service. 

A large number of obstacles must be overcome by the small concerns 
that survive and grow. Some of these hurdles in the nonfinancial 
field are discussed in Clark’s paper. The financial obstacles are dis- 
cussed in several background studies and are reviewed in the second 
part of this paper. Before turning to their examination, it seems 
appropriate to raise some important questions which underlie much 
of the public concern with the present status and future of small busi- 
ness: Why is our society interested in the survival and prosperity of 
small business? And what standards should be applied to evaluate 
the functions which small concerns perform in our economy, as well 
as to measure how well they perform them ? 

Role of small business in the modern economy 

Our economic system is distinguished by its capability of provid- 
ing a fairly continuously rising standard of living, while also keeping 
the benefits of increased real output fairly widely diffused. This 
encourages technical inventions and better ways of doing old things 
(requiring the assumption of risks) and distributes rewards in re- 
lation (although not necessarily proportionately) to effort. In brief, 
our economy is progressive, dynamic, and flexible. It also has some 
less desirable characteristics, of which the most conspicuous is its 
tendency to generate cyclical swings in employment. Closely related 
are the intermittent but frequent inflationary pressures which some 
claim are more than cyclical in nature. 

How does small business fit into this scheme of things? What role 
does it perform in a growing, yet fluctuating, economy? How can 
we appraise the contribution of small concerns to its dynamic fea- 
tures, and to the minimizing of instability in terms of employment 
and the price level ' 

From among the studies of part I, a reasonably clear picture can 
be drawn of the positive functions that small business may be ex- 
pected to perform. These can be appraised most effectively by an- 
swering the same question that is valid for all elements of our 
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economy: Is it efficient? No special criteria need or should be ap- 
plied. 

The record does not show that bigness and efficiency necessarily 
go together; Duesenberry’s paper goes a long way toward explaining 
why. The plain fact is that economies of scale do not go on indefi- 
nitely as size increases, and in some industries they seem clearly to 
cease at a level which leaves considerable room for small concerns. 
Recognition must be given to the important distinction between econ- 
omies of scale in production and similar economies in all other 
economic functions, from managerial talent to merchandising, and 
to financing. (See McNulty’s study, p. 218.) Several studies suggest 
that small concerns may be at a disadvantage by not enjoying the econ- 
omies of scale in their financial dealings (but Shapiro and associates 
discuss in their study how financial intermediation can pass on econ- 
omies of scale to small concerns.) By and large, the extent to which 
small business can be, and actually 1s, competitively efficient differs 
from individual segments of the complex universe of smal] business. 

It cannot be claimed, however, that all small businesses are making 
a positive contribution to our economy. First, some concerns in many 
lines are apparently managed by people who do not have the personal 

‘apabilities to survive as entrepreneurs in a competitive society. 
Other firms, because of location, poor products or services, or other 
— fail to make a profit—and could not make a profit even if they 
had access to unlimited funds. Many such retailers, operators of 
service concerns, or manufacturers, can remain in business only by 
failing to maintain capital or by paying themselves wages below the 
competitive level. When financing problems become important, they 
cannot be solved separately from “all other factors s, and putting the 
blame on inadequate financing is frequently merely an easy rationali- 
zation of personal and other shortcomings. For such marginal 
entrepreneurs, the problem of shifting into other economic activities 
is usually complex and includes the various sociologcial elements which 
are always present when resistance to mobility is involved. 
Economic characteristics of small business 

Even after identifying situations which involve essentially the re- 
maining healthy small concerns in a vigorous competitive economy, 
we find v arying economic characteristics that affect their financing. 
A number of general economic types of small businesses emerge from 
the background studies. 

The overwhelming bulk of small business is engaged in what may 
be called both competitive and routine business. ‘Tt ¢ operates success- 
fully because fairly small units are efficient or because diseconomies 
of scale, in the use of capital, labor, or management functions, begin 
before units grow too large; this is the normal case. Small businesses 
may be routine in the sense that they follow beaten tracks, use tested 
methods, produce or distribute accepted products, and use patterns of 
operations and management, including financial management. which 
are traditional in their fields. 

Several particular types of concerns belong in the broad category 
of routine small busmess. ‘There are customer-oriented shops produc- 
ing highly differentiated goods on special orders. Know-how is 
usually the greatest asset of such concerns and their financing needs 
are — modest. There are also “satellite” concerns deriving much 
355—58——_8 
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or all of their business from subcontracting or performing services 
for a few large firms; in such cases, financial problems are often sim- 
plified by progress payments, or the direct supplying or financing of 
raw materials, or similar arrangements. 

While the routine businesses in all their forms generally do not 
enrich our life with revolutionary innovations, they have the advaniage 
of providing an assured and more or less comfortable and steady 
livelihood for millions of families. They are the bread and butter of 
thousands of small banks; their large number, standardized operations, 
and long experience provide the basis for what, without disregarding 
the individuality of each case, might be called a routinized type of 
credit analysis. When further on we examine credit availability, we 
shall keep in mind that by their sheer numbers, and because of estab- 
lished banking relationships (and, when applicable, reliance on non- 
banking sources of credit) these firms weigh heavily in all statistical 
surveys and averages. For the most part, the financial needs of these 
firms—in terms of numbers clearly the predominant segment of small 
business—are normally met; but any one of these firms, like most indi- 
viduals, may feel at times that access to a little more credit would be 
helpful. That condition is probably mainly a reflection of the univer- 
sal extensibility of human desires, however, and not necessarily an in- 
dication of an economically defensible unmet need in view of the 
necessity that any economy always faces of allocating scarce resources 
among many competing wishes and demands. 

At the other extreme is the smaller number of pioneering small 
concerns which are responsible for developing and introducing many 
new products and processes. Many of them start just with an idea- 
but little or no experience and, in particular, no financial experience. 
They may be manufacturing concerns starting out in the proverbial 
garage, or service, or distributive organization. Many retail and 
movie chains, for example, which have revolutionized the fields of 
retailing and entertainment, started out as one-man operations. 

For our purpose it does not really matter what proportion of the 
important inventions and discoveries originated in the laboratories 
of the big corporations and what in the basement of the lone inventor; 
it is enough to know that the lone wolf has made a substantial con- 
tribution to technological and material progress. This type of smal! 
business makes a positive contribution to the advance and dynamism 
of the economy. This segment of small business undoubtedly de- 
serves particular attention, support, and stimulus, but it is essential 
to recognize that in sheer numbers (even including all the false starts, 
quacks, and mere adventurers) the segment is very small, compared 
with “routine” small business. 

In new industries, a relatively large number of concerns trying to 
capitalize on new inventions, machines, or processes emerge within a 
short period. Some evolve, through growth and mergers, into large 
concerns. Others survive as small enterprises. Because of their 
growth and profit potentials firms of this type often can obtain equity 
capital more easily than concerns engaged in more routine operations. 
Much of such small business serves as a seedbed of technological! 
progress, even though many concerns which make a significant con 
tribution do not survive, or do not remain long in the small business 
category. 
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Between these two extremes, there is a wide variety of other types 
of small business. Some of the more common types operate along 
routine lines and, because of the exceptional ability of their owners 
or managers, or because of a sudden broadening of the market in 
which they operate (a situation which is not unusual with our con- 
tinuous shifts in population) are able and willing to expand rapidly, 
provided they can obtain the necessary financing. There are also 
part-time businessmen, whose profits are not entirely unexpected, 
but perhaps not always the main reason for staying in business. ‘The 
desire to be one’s own boss and other noneconomic considerations are 
usually important in these latter cases. 

In the first case, it is likely that growth potentials will usually be 
recognized by the regular sources of financing of such concerns, so 
that there may not be as great a need for special financing facilities 
for growth concerns in established industries as for new enterprises 
ef a path-breaking character. No doubt these concerns face other 
serious obstacles, such as those arising from the tax system, from 
difficulties of adapting patterns of management from a one-man op- 
eration to a viable organization (touched upon in Clark’s study), 
and from other sources. As to access to loan or equity funds, how- 
ever, their circumstances are clearly not the same as those of the 
pioneering concern which has no record of successful operations, and 
no demonstrated earning capacity, but frequently an insatiable hunger 
for funds. 

The fringe of part-time concerns is sizable, but presumably pro- 
vides little employment except for their owners. “Though ‘a close 
economic calculus may not apply to their own operations, 1t does and 
should apply to lenders when dealing with them. It is reasonable 
to assume, however, that many businesses do not really expect to 
grow, and have few economically justified needs for outside financing. 

The large but amorphous universe of small business includes a 
variety of specific situations in addition to those mentioned above. 
Financing problems of small business vary not only in relation to in- 
dustry affilation, but also to market orientation and prospects for 
growth. The background studies, building on the existing body of 
statistical data, were not able to proceed far in differentiating among 
all significant categories of small business, except along broad indus- 
try lines. If more factual data were available to isolate and study the 
financial position, for example, of “pioneering” as contrasted to “rou- 
tine” business, one would be in a much better position to identify fi- 
nancing needs and gaps and to make specific suggestions for any pos- 
sible needed remedial action. It is hoped that real progress of this 
kind can eventually béyaade by the studies conducted in part ITI of 
the small business financing project. But even though the various 
findings of the individual studies that follow cannot be categorically 
applied to the main “functional” categories of small business, they 
permit the formulation of some principles that are useful in discus- 
sions of small business financing problems. This is undertaken in 
the concluding section of this introductory paper. 

Nmall business and com petition 


In a free market economy, maximum efficiency in the use of re- 
sources 1s achieved through reliance upon the market mechanism for 
allocating resources. When the free flow of resources bet ween alterna- 
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tive uses is interfered with, or when changes in demand patterns do 
not effect adjustments through differential price changes, the economy 
is likely to fail to achieve its fullest potential output. Conversely, 
when market institutions, including those in the credit and capital 
markets, do not function properly ‘and smoothly, the resulting fric- 
tions and imperfections are also likely to have adverse effects on the 
economy as a whole. 

Restraints on free competition do not usually originate with small 
concerns, but with those which have substantial market power. Also, 
large concerns are in a better position than small enterprises to over- 
come whatever imperfections may exist in the financial mechanism. 
Thus small business has a definite stake in the smooth functioning 

of the market system—and so has society as a whole. Small business 
performs an import: int function in preserv ing the competitive charac- 
ter of our economy (as more fully discussed in Duesenberry’s study). 
Since it is the declared objective of public policy to foster free com- 
petition (see study by Wood, p. 306), the efforts to implement that 
policy find a natural ally in small business.’ 

Not all types of sm: ill business are power effective and equally im- 
portant in making competition work. As a matter of fact, some of 
them thrive on exploiting a protected market. Some seem to lose 
sight of their economic raison d’étre by asking for protection of a 
sort that destroys the competitive features of small enterprise by secur- 
ing for them a dkitered. though limited market. Others can only 
operate successfully because they cooperate with (and therefore are 
frequently financ ed by) large concerns striving for market domina- 
tion. Still others operate in fields where there is little danger of 
monopolistic domination. But a vital minority, mostly in the manu- 
facturing and extractive fields, fulfills a particularly constructive 
function in challenging various forms of market domination by bring- 
ing out new products, using new materials, perfecting new processes, 
and finding new sources of. supply. This category of small concerns 
performs an especially useful task of keeping big business on its toes 
and of stimulating technological progress. Without this leaven in the 
loaf, quite a number of discoveries, inventions, and improvements 
would not have eventuated rapidly in new and better products. 
Effects of changes in demand and environment 

In our economy, progress is the result of change as well as of 
organic growth, and all businesses, small or big, must be flexible in 
adapting to changing conditions. The important question in the 
present studies is whether small concerns are in an inferior position to 
obtain funds, whenever additional or contjnued financing is needed 
to make the changes required to survive and to prosper. 

Changes in environment extend to financial structure and financ- 
ing practices. In examining the sources of funds for small business, 
Shapiro and associates show that new institutions and tec hniques 
have come into existence to meet at least some small-business needs. 
Indeed, our society is to some extent “institution elastic,” and when- 
ever new and important needs arise, new institutions or practices gen- 





* The Declaration of Policy in the Employment Act of 1946 includes this phrase: “* * * 
to coordinate and utilize all its [the Federal Government’s] plans, functions, and re- 
sources * * *, in a manner calculated to foster and promote free competitive ente rprise 
and the general welfare, * * *.” 
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erally come into the picture to meet these needs. The questions are, 
whether such adaptation of the financial system takes place rapidly 
enough, whether the new institutions and procedures meet a signifi- 
‘ant part of the needs, and whether there are certain types of needs 
which no private institution appears willing or able to meet. 

Technology, market organization, the rate of population growth, 
residential patterns, structure of demand for products and services, 
and Government policies seem to be the most important influences 
that are continuously changing the environment in which small busi- 
ness operates. Some of these developments have been favorable to 
small concerns, others not. In this set of studies, an effort has been 
made to investigate some of these developments. As was expected, 
it is easier to identify than to quantify some of the more obvious forces 
at work; but it is even more difficult to conclude unambiguously 
what their effect has been on balance. 

Changes in the demand for final products often affect small busi- 
ness, first, because the share of small concerns differs from industry 
to industry, and second, because new (rather than increased) de- 
mands are often initially met by new businesses. Such concerns tend 
to be small, at least in the initial stages. But, as Sheahan points out, 
this is not always the case. The production of high fidelity equip- 
ment, for example, has not remained the product of small customer- 
oriented concerns. Once substantial demand for a new product is 
created, large, established firms move in to meet the growing demand 
(perhaps also acquiring some of the independent pioneering firms), 
while a few of the small firms grow rapidly to become leaders in the 
new field. For the latter, as Duesenberry puts it, small business was 
only a stage through which new firms pass; frequently, the successful 
small business ceases to be small, either by growing or by selling out 
to big business. 

Within the area of private demand, changes in the patterns of both 
production and consumer demand affect small business. Changes in 
patterns of production may result in greater or lesser reliance on 
subcontracting and also may create more (or fewer) opportunities 
for firms providing services to business. There may be a connection 
between the rate and breadth of technological change and cyclical 
fluctuations in output, on the one hand, and the opportunities for 
small business to provide intermediate products and services to other 
businesses, on the other hand. This possible relationship, as well as 
other important interrelationships between small and big business, 
were not explored in the background studies. d 

While Sheahan discusses some general aspects of the significance of 
changes in consumer demand for small business prospects, this prob- 
lem is far from exhausted. Again, it is easier to indicate the existence 
of specific interrelations than to assess their relative significance. 
Sheahan concludes that, on balance, an increase in the real income 
per capita (and the related rise of what by some is called “discretion- 
ary spending”) tends to increase the demand for individualized and 
quality products which small business is particularly well equipped 
to supply. Perhaps that is an important part of the explanation for 
the apparent fact that, in terms of its relative share of total economic 
activity, small business has prospered during the past decade. 

Similarly, changes in the geographic concentration of population, 
such as the move from the overcrowded “core” cities toward suburban 
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areas, are likely to work on balance in favor of small business. ‘The 
entire growth of the urban population since 1940 is accounted for by 
the increase in the population of metropolitan areas outside of the 
main cities which they surround. We know of no studies which show 
convincingly that suburbia offers better opportunities per 1,000 popu- 
lation for small retail and service establishments than do urban cen- 
ters, but the very change in the geographic patterns of consumer 
purchasing have offered new opportunities to the dynamic entrepre- 
neur able to seize new opportunities, while it has worked hardships on 
established units—small and big—in the declining shopping area. 

It would seem that economic and sociologic al factors associated 
with the movement of the population into suburban communities is 
likely on balance to profit small business. The relative increase in 
the number of better educated, larger and more prosperous families 
living in smaller and more scattered communities is likely to provide 
more opportunities for small suppliers of goods and services. Our 
ignorance in this area, however, remains great. Sheahan, for in- 
stance, points out that the increase in leisure time may well be less 
rapid in the future than it was in the past. This finding still does not 
answer the question whether trends in the use of leisure time tend 
to create new opportunities for small concerns. Still other aspects 
of forces affecting consumer demand—advertising and brand accept- 
ance, among the more important ones—are relevant but equally 
elusive. 

Perhaps the background studies only establish the fact that all signs 
do not point in one direction. The growth of giant units in produc- 
tion and distribution, the incessant impact of mass advertising media, 
the national penchant for imitation and uniformity, and other forces, 
which some thought would condemn small concerns to virtual ex- 
tinction, are being counteracted by an equally impressive array of 
forces favorable to small units: as a result (as Markham indicates) the 
record shows that small business is not losing ground relative to large 
concerns. 

Small business is usually in a good position to respond to outside 
stimulus and changing conditions. In doing so, it makes an important 
contribution to the flexibility and ad: aptability of our economy. A 
byproduct of this readiness to change, however, is that there are many 
discontinuances as well as wrong starts, and many failures as well as 
many profitable and successful ventures. 


Il, THE FINANCIAL PROBLEMS OF SMALL BUSINESS 


Financial needs 

Financial needs vary among different categories of small concerns. 
No generalizations will hold for : all—yet most of the statistical studies 
on the financial status are, at best, subdivided among businesses only 
in terms of classification by size or industry. The limited stratification 
of available data imposes several limitations on their interpretation. 
Averages are likely to be dominated by categories with the largest 
numbers. thus submer ging the problems of some relatively small, ‘but 
functionally important, components. One can learn something about 
the problems of pioneering firms by looking at data pertaining to new 
firms, but one should recognize ths at the category of new firms is likely 
to include hundreds of new grocery and candy stores and dozens of 
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garment shops and sawmills for every electronics factory. Part III 
of this project is expected to fill some of the gaps in presently available 
knowledge. 

Evidence on the adequacy of financing, and even on the practices 
of financial institutions, is fragmentary and in some cases indirect. 
From the evidence summarized in several background studies, the fol- 
lowing picture emerges. 

The financial needs of small business are complex. Frequently, 
small concerns are able to identify or to quantify the nature of their 
needs in a general way only. While the largest segment of small busi- 
ness, retail trade, needs mainly short-term credit, most of the unsatis- 
fied demand of small business in general, as reflec ted in past surveys, is 
for long-term loans, equity, or equity-type credit. This demand 
arises presumably from concerns that are able and willing to grow. 
It is usually the small business with ambition to grow, and to grow 

rapidly, that is most aggressively seeking additional funds. 

About two-thirds of ‘the small firms are in retail trade and service 
industries. In these lines working capital needs, some of which are of 
a seasonal nature, are apparently fairly adequately taken care of by 
commercial banks, business suppliers, and specialized financial institu- 
tions, such as sales and other finance companies. An additional fifth of 
small businesses is accounted for by wholesale trade and construction, 
where the short- and medium-term credit facilities of existing institu- 
tions (in the case of construction this includes the assistance from ex- 
isting Government programs) seem to be adequate, by and large; ob- 
viously, the volume of funds actually made alae fluctuates de- 
pending on the general credit situation. 

The core of the small business financing problem seems to be in the 
manufacturing area, which accounts for less than 8 percent of the 
number of small concerns, whatever criterion of smallness is applied. 
In some segments of the service industries, as well as the mining, con- 
struction, and trade fields, small concerns have financing problems 
resembling those of growing small manufacturers. The “unsatisfied 
demands that appear to have greatest economic justification are 
mostly those of new firms or concerns with new lines or processes. 
Such firms also need working capital, but their greatest need is for 
investment funds to finance plant and major equipment installations. 

Asa matter of fact, they seem, really, to need to broaden their equity 
capital structure. Their reluctance to seek outside equity capital, 
their desire to finance fixed investment through long-term loans, and, 
also, their difficulty in making contact with equity sources account 
for one significant aspect of many small-business financing problems. 
Many small entrepreneurs seek permanent funds, but are not willing 
to share control. They want venture capital on a loan basis. Some 
feel that they can obtain equity capital only at a cost which exceeds 
their profits potential. Perhaps the range of needs includes a hybrid 
financing instrument, partly (long-term) loan and partly equity, such 
as the convertible debentures, developed to a high degree in recent 

ars by many large, publicly financed companies. 

One particular financial need of small business, which is not spe- 
cifically treated in the background studies, is the problem faced by 
heirs of owners or part owners of unincorporated concerns in raising 
funds to pay estate taxes. This has been recognized as a significant 
hazard by the Cabinet, Committee on Small Business which, in its 
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progress report of August 7, 1956, made specific recommendations for 
dealing with it by a change in tax legislation. In Great Britain, 
steps in this direction have ‘been taken by creating special institutions 
(both governmental and privately sponsored ) to provide funds for the 


payment of estate taxes to facilitate continuity of ownership in family- 
held and other small concerns. 


Cost of lending 

The smaller firms, particularly in manufacturing, are frequently the 
newer ones, because it takes time to grow. They “typic: ally specialize 
in one or a few lines, because it takes cs apital (and. a lot of other things) 
to diversify. Their managerial practices are frequently poor, and 
their internal man: ager ial structure deficient ; they are frequently one- 
man operations (see Clark’s study, p. 322). To the potential lender or 
investor, this often appears to be evidence of “no demonstrated earning 
potential,” “lack of experience and spotty performance,” or the in- 
creased risks inherent in specialization. Add to this (1) the great 
variability of actual results among concerns which seemingly. had 
even chances at the starting line; (2) the reluctance of lenders to 
assume risks when the probability distribution of future profits is 
exceedingly one-sided, with many likely to show losses and only a 
few likely to show appreciable profits; and (3) the limited ability of 
small concerns to absorb even those losses which arise from mathe- 
matical chance (as stressed by Schweiger), and it appears that small 
business is likely to have a number of financial problems attributable 
to size alone. 

Furthermore, loans to small concerns are, on the average, small. 
The relative cost of lending tends to be inversely related to the size 
of loan (although there is little information available on this point), 
since investigation and administration costs do not decline substan- 
tially as the size of loan declines, and the risk costs (potential losses) 
rise as loan size falls. Finally, since rejection rates tend to be higher 
for smaller concerns (because, on the average, they represent poorer 
risk and, also, because more of them are new customers and need to be 
investigated thoroughly), the average cost per loan made (including 
the share of costs for loans rejected) is higher than for credit extended 
to larger concerns, among which established firms are more prevalent. 

This conclusion is supported by the fact that the number of formal 
loan applications received by the Small Business Administration 
(SBA) (Arlt, table 4, p. 262) and by the various State development 
credit corporations (Anderson, appendix, table B. p. 354) was more 
than double that of loans approved. Indeed, the cost of screening 
acceptable risks among small, and, in particular, new concerns, is high, 
as are the service costs. The analysis of SBA costs and revenues by 
Arlt (table 8, p. 272), for example, ‘suggests that, even without m: aking 
provision for loss, loans below $20,000 do not yield a net return. Pro- 
vision for losses is, however, a particularly important element of cost 
in lending to marginal risks. (See secs. 2 and 7 of study by Moore and 
associates; available loss ratios for several Government business-loan 
programs are sumarized in Arlt’s table 11, p. 277.) 

The way in which risk and cost elements are reflec ted in available 
data, which are fragmentary and indirect, is reviewed in the study by 
Moore and associates. They found that small concerns, typically, 
experience a greater incidence of financial difficulty than large firms, 
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a fact recognized by credit-rating agencies and reflected in the com- 
monly used financial ratios. The evidence on the predictability of 
losses presented in the Moore study suggests that lenders adopt some- 
what lower credit standards in lending to small concerns and that 
there is a close correlation between loss ratio and size of loans. 

While the findings of Moore and his associates do not extend to the 
significance of the individual contributory factors, the evidence pre- 
sented, that lending to small concerns is more risky and more costly 
than lending to the larger concerns, is a suggestive introduction to the 
problem. Moore also shows that lenders tend to charge higher in- 
terest rates (and otherwise to increase their revenues from small-busi- 
ness loans) to cover the additional risks and costs incident to such 
lending. 

Two questions emerge: Is there an area of credit needs in which 
charges properly calculated to fully cover costs (and to yield the 
customary return on funds used) are so high as to deter a significant 
group of potential borrowers? Are there any legal limitations which 
make it impossible (even with the devices used to avoid such limita- 
tions) to charge rates commensurate with risks ? 

On the first point, the background studies did not uncover any com- 
prehensive evidence. It seems quite possible, however, that there are 
some potential small-business borrowers which simply are not profit- 
able enough to pay the charges which lenders would be obliged to 
make if they covered all their costs and netted a return on capital. 
The second question could be answered only adequately by a State- 
by-State study of applicable legislation and prevailing practices. 
Evidence presented in part II suggests, however, that banks, and, pos- 
sibly, certain other basalt tend to have an effective ceiling on interest 
rates despite risk differentials and, probably, below-legal maximums. 
These lenders tend to avoid raising their interest rates to the point 
where they would cover the more unusual varieties of risks. They 
may feel that businesses who cannot borrow under the prevailing con- 
ventional rates must be outside the zone of acceptable risks, or that 
not enough borrowers would be available to support a specialized type 
of financing, designed with unique protections to cope with the extra 
risk. 

The high cost of lending to small concerns, the reluctance of most 
financial institutions to assume losses (even when they are averaged 
out by higher than normal earnings on nondefaulted loans), and such 
other elements as the managerial supervision involved in small-busi- 
ness lending, taken together, seem to have resulted in some degree of 
imperfection in the financial mechanism. How serious this may be 
is difficult to judge on the basis of the background studies. Probab] 
such imperfection differs a good deal with the type of institution and, 
also, geographically. But there is little evidence of any systematic 
or regular pattern of imperfection, except perhaps for the borderline, 
long-term capital area. 

There is considerable evidence that the development of term-lending 
and installment-loan techniques by commercial banks and commercial 
finance companies has greatly benefited small concerns. But there is 
also some basis for inferring that these facilities have not become fully 
available throughout the small-business sector. Term loans provide an 
important source of production capital, especially for rapidly growing 
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firms. Yet prudent management and established credit practices re- 
quire that such debt should not be out of line with equity capital. 
Rapidly growing firms, in particular, may seek equity funds which the 
banking system is incapable of providing, although individual bankers 
may be in a position to steer their customers to investment firms or 
other sources of such funds, including individual private investors. 

And there are frequent suggestions that a lack of equity money is the 


principal deterrent to more . profitable operations, and expansion, for 
many smaller concerns. 


Sources of outside intermediate- and long-term funds 

Probably the most important problem of small-business financing 

concerns the availability of long-term loan-and-equity capital. Sev- 

eral aspects of this problem, as “dev eloped in the various background 
papers, have been already mentioned. One: aspect that is of p: articular 
importance to small corporations is explored by Pickering, who shows 
what major categories of expenses account for the relative sly high costs 
of flotation for small secur ity issues. 

The flow of savings has experienced significant changes since the 
great depression, with an increasing proportion flowing into invest- 
ment through financial intermediaries. Life insurance companies and 
other large institutional investors are limited by legislation in the 
choice of their investments. Where they can exert judgment, they 
have shown an understandable preference for investment in large 
blocks and for securities enjoying active national markets. The mu- 
tual investment funds, which have experienced great growth since the 
thirties, as a rule apparently prefer the same general | types of invest- 
ment. The same applies to an even greater degr ee to personal trust 
funds, which have grown rapidly in recent years. Applicable legis- 
lation appropriately sets a premium on conservative management by 
bank and other trustees and offers no reward for risk taking. An even 
more recent development has been the rise of private pension funds 
which, for reasons of administrative cost and trusteeskip, again tend to 
prefer the highest grade stocks. None of the financial intermediaries 
into which the bulk of personal savings is channeled has any particular 
incentive to seek out the riskier investments or to invest in small 
amounts or in small concerns, although (as shown in the studies by 
Schweiger, and Shapiro and associates, and in pt. II) insurance com- 
panies are making long-term loans to small concerns, mostly on mort- 
gages. 

The fact that institutional investors receive the bulk, and probably 
an increasing proportion, of personal savings is only one of the relevant 
factors. The same tax laws which tend to channel savings into finan 
cial intermediaries also favor capital gains as compared with regular 
income, thus making equity investments attractive to individuals 
anxious to maximize their after-tax income. Some evidence of the 
importance of tax considerations on equity investment is developed 
in part II. Yet there may well be imperfections in the existing insti- 
tutional arrangements for providing outside equity capital to small 
business, as well as in the information available to potential investors 
and seekers of equity capital, and in the communications between the 
two groups. 

The only area in which substantial action has been taken to improve 
the access of small concerns to outside funds involves intermediate 
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credit. On the national scale, as discussed in Arlt’s study, the lending 
programs of the Federal Government before 1953 were not especially 
designed to aid small business, although small concerns benefited from 
several such programs. By their emphasis on participations with 
private lenders, these programs have made a significant contribution 
toward developing term-loan lending by commercial banks, thus im- 
proving the access of small business ‘to intermediate-term credit. 
With the creation of the Small Business Administration, direct Gov- 
ernment lending to small firms, along the lines of lending assistance 
given by its predecessor, the Reconstruction Finance Corporation, was 
put on a more permanent basis. 

Current Government business loan programs, centered on the SBA, 
but also involving the Veterans’ Administration (VA), are essentially 
limited to the provision of intermediate-term credit for working 

capital purposes. ‘They do not provide equity tinancing. While they 
have broadened intermediate-term credit facilities for both credit- 
worthy and marginal concerns, measured quantitatively, Government 
financing of small business has not been large. At the end of 1957, the 
combined loan and commitment total for SBA and VA was equivalent 
to less than 4 percent of small-business Joans actually outstanding at 
member banks a few months earlier. 

The lending activities of developme nt credit corporations created in 
recent years in five New England States are limited to intermediate- 
and long-term credit, extended predominantly to small manufacturing 
business on a somewhat more risky basis than available from conven- 
tional lenders. Here, too, as pointed out in Anderson’s study, the 
volume of lending so far has been small. As of the end of 1957, it was 
of a magnitude of about 2 percent of small-business loans of commer- 
cial banks in those States. 

Neither the SBA nor the State development credit corporations 
make loans to new business. In financing small concerns which ex- 
ploit new inventions and ideas, there is always the problem of deter- 
mining in each case the prospects of success, whether the promoters of 
the new ventures are capable of developing into suecessful business- 
men, and what sort of financing the prospective earnings justify. 
Available evidence indicates that communication to the lender or 
investor of needed facts is a problem. Experience of lenders and 
investors in working out these difficult appraisals suggests that the 
costs are large and the risks of mistakes and misjudgment are high. 

( ‘oncluding reflections 

As suggested earlier, perhaps it will never be possible to determine, 
on the basis of statistical evidence alone, the nature and extent of 
existing imperfections and unfilled needs in the finaneing of small 
business. The notion of need itself is elusive and to a certain degree 
unverifiable. As pointed out in the Kaplan-Banner paper, a business- 
man is unlikely to express a anes for what he knows from experience 
to be un: availab le. Nor does it seem possible to define adequacy In 
purely operational terms. A os at defining the criteria for deter- 
mining adequacy on a theoretical level brought one author (Gutten- 
tag) to define adequacy in terms of equitable treatment of lenders of 
all sizes. Equity and adequacy are not the same thing, however; equity 
may be appraised in relation to other competing units, while ade- 
quacy should probably be measured in terms of the fulfillment of 
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some overall goal. And individual lenders can scarcely be expected 
to have the knowledge, ability, or desire to fit each case into a scale 
for measuring adequacy in national terms. 

It does not seem satisf: actory, either, to transform the discussion of 
adequacy of financing into one of a concept of “need.” Need to do 
what? It does not really help, in actual cases, to say that financing 
needs are justified up to the point where expansion ceases to produce 
profits at the margin. The lender and the borrower would rarely agree 
on the point where such a margin would be reached, nor upon the de- 
grees of risk involved in pushing to that point. Nor can the problems 
of risk and equity ever be completely resolved by statistical research. 
The shape of risk and cost curves at the frontiers of lending, and the 
probability distributions involved, are likely to be such as to produce 
divergent conclusions from independent experts. There is some evi- 
dence in the background studies, however, that there is an unfilled 
margin, perhaps a ‘rather thin one, between the volume of funds avail- 
able to small concerns in general, and to new firms in particular, and 
the volume that could be put to use without prohibitive risk. It is also 
possible that this margin varies with changes in credit and business 
conditions. 

Perhaps the best help for small business at the present stage of eco- 
nomic development would be the maintenance of an expanding, reason- 
ably stable economy, with personal incomes rising. This is not incon- 
sistent with the desirability of broadening the financial facilities 
available-to small business, but it suggests that the net contribution to 
small business to be expected from such facilities would be relatively 
minor compared with the more generalized effects of the maintenance 
of all-around business prosperity. 

If interpretation of material presented in the background studies 
is borne out by other evidence and analysis, several basic questions face 
those who determine public policies with regard to the financing of 
small business. In a free-enterprise economy who should be expected 
to provide venture capital? Are there undue risks, for the economy 
as a whole, if Government is brought into the supplier’s role? Whi at 
criteria should be used in de ‘termining who should have access to pools 
of venture capital? Should loans involvi ing higher risks (probably an 
inescapable attribute of new ventures, at any r ate) carry charges fully 
covering such risks? If society is to share part of the charge for the 
cost of ‘Investigation, or part of the risks, what ae of institution, 
yublic or mixed public-private, should provide long-term funds to 
high rie borrowers? Since the cost of lending tends to vary in in- 
verse proportion to loan size, are there defensible social and economic 
reasons why, in a competitive enterprise economy, interest charges 
should not reflect such higher costs? If loans are to be extended to 
certain categories of small borrowers on public policy grounds at a cost 
that does not cover the full cost and risk premium, who should bear the 
ultimate cost of the subsidy, and how should the degree of subsidy be 
determined? Finally, if it is considered desirable to make subsidized 
loans, or even to provide equity funds to specified categories of small 
concerns with no subsidy involved, what should be the principles of 
selection in order to avoid favoritism or to guard against arbitrary 
decisions? 

These questions are raised not to imply that subsidized loans or 
equity funds supplemented by using Government funds or guaran- 
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ties are necessarily inconsistent with a free enterprise system, pro- 
vided the subsidy element is clearly indicated and accepted as such. 
As a matter of fact, quite a number of business firms extend loans at 
nominal charges to their customers s, distributors, or employees with a 
view to providing specific incentives or compensating for disadvan- 
tages. ‘There are also precedents for subsidized loans in other areas 
of Government-sponsored credit. 

In examining the existing financial situation of small business, as 
well as in appraising proposed programs to assist small business in 
meeting its financing needs, it is essential to keep in mind a basic fact 
that underlies the allocation of resources in a free economy : real capi- 
tal, as all other real resources, is scarce. The allocation of financial 
resources that give command over real resources involves some ele- 
ments of rationing, and that must always be so. To maximize po- 
tential output in a freely functioning economy, such allocation must 
be guided by the prospective profitability of alternative uses of avail- 
able resources. In a dynamic and growing economy, the number of 
entrepreneurs who expect to be able to use additional funds success- 
fully is likely to exceed, most of the time, the actual capabilities of 
the economy as a whole to provide the corresponding real resources. 
This is why, periodically, the economy runs into periods of over- 
confidence and overinvestment. 

A properly functioning financial system should allocate financial 
resources according to the potential profitability of their use, with- 
out regard to the size of the receiving unit. The process of alloca- 
tion must, nonetheless, involve the peeling off of successive layers of 
less efficient seekers of funds. It is in this way that the economy 

can best limit the volume of funds channeled into new investment 
to the amount of real resources available. Even when this process 
of selection meets all conditions laid down to assure equality in treat- 
ment, as long as demand (and ambitions) exceed the resources avail- 
able, there will be a variable fringe of unsatisfied demands. It 
should be the responsibility of public policy to keep the process of 
allocation from being disturbed or distorted by the exercise of mo- 
nopoly powers or by imperfections in the financial mechanism. But 
public policy can neither aim nor hope to find ways or fulfilling all 
unsatisfied demands. 








. WHO FINANCES SMALL BUSINESS? ' 


[n this paper the main types of lenders who provide funds to small 
business and their modus operandi are examined, An attempt is 
made to convey some sense of the importance of these “institutions” 
relative to each other and to the overall financing of small business. 
Small business is defined here to include firms with assets under 
$250,000. Where data are not available in this form, references to 
small business are to the smallest firms for which information is 
available. The discussion covers the more important forms of inter- 
business financing, the commercial banking system, life-insurance 
companies, and the variety of forms of financing by commercial 
finance compznies aiid factors. 

To answer the question of who finances small business, ideally it 
would be necessary to have detailed balance sheets of the small-busi- 
ness universe broken down by legal form of business organization and 
by industry. In addition, it would be helpful to have this information 
over a per iod of years to facilitate conclusions about structural changes 
in the financing of small business and the impact of changes in c redit 
conditions. U nfortuns ately, such data do not exist, and it 1s necessary, 
therefore, to use those fragmentary sources of information which are 
available in an endeavor to shed as much light as is possible on the 
question. 
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While we lack adequate statistics to review thoroughly the differ- 
ences in financing practice by size of firm, it is possible to examine the 
existing piecemeal information and gain some broad insights into this 
problem. 


Financing patterns by size of corporation 

The Statistics of Income provides summary data on the credit 
sources available to small corporations. The liabilities and net worth 
of all nonfinancial corporations and of those with assets under $250,000 
for 1954 are shown in table 1.2 The accounts payable of the smaller 
concerns, most of which are rite payables, were $5.5 billion; notes 
payable, which include various liabilities in addition to bank loans, 
came to $3.7 billion; bonds, notes, and mortgages payable with ma- 
turities of more than 1 year were $5.8 billion; and other liabilities 
amounted to $3.5 billion. Short-term sources of funds consisting of 
notes and accounts payable were twice as important relative to assets 
for small corporations as for all cor neellidal 


TaBLE 1.—Liabilities and net worth, all and small nonfinancial corporations, 1954 * 


All sizes 


Amount 
billions of Percent 


Assets under $250,000 


— 


Amount 


(billions of Percent 


dollars) dollars) 
Accounts payable 38.1 8.2 . 5 15.4 
Votes payable 23. 1 4.9 1.7 10.5 
Bonds and mortgages payable 90.7 19.5 5.8 16. 1 
Other liabilities 68.3 14.6 3.5 9.8 
Net worth 247.0 52.8 47.2 48.2 
Total liabilities and net worth 467. 2 100.0 35.7 100.0 


Exeludes banks and insurance carriers 
Other liabilities include reserve for estimated expense, prepaid income, accrued expenses, and IRS 
“Other liability accounts.” 


Source: U.S. Internal Revenue Service, Statistics of Income 1954, Pt. Il; Corporation Tax Returns. 


Balance sheets of manufacturing corporations classified by size of 
assets are also published by the Federal Trade Commission-Securities 
and Exchange Commission in their Quarterly Financial Report of 
Manufacturing Corporations, As shown in table 2, smal] manufaetur- 
ing corporations are almost twice as dependent on current financing 
(bank borrowing and other notes and accounts payable) as are all 
manufacturing corporations. 


Latest date for which information is available. 








22 FINANICING SMALL BUSINESS 


TABLE 2.—Liabilities and net worth, all and small manufacturing corporations, 


fourth quarter, 1955 








[Percent] 
Item All sizes Assets under 
$250,000 
Short-term loans from banks (original maturity of 1 year or less) - 2.5 3.9 
Advances and prepayments by. U. 8. Government..........-- 1.2 0 
Other notes and accounts payable__.-...-..-- Bi SstckAdedde< 8.3 21.7 
Federal income taxes accrued _- iia iek is cairns 7.0 2. ¢ 
Instalments on long-term de bt due in 1 yes ar or less: | 
ew re a Sate 0.2 | 0.4 
TT ee ee ee 0.4 | 1.0 
Oller murromt apie ia is so os ii iS SS hoes 5-5 ---. det 4.1 | 4.7 
Total current liabilities_._.._..__.- Lo est Se } 23.7 34.5 
Long-term debt due in more than 1 year: 
(a) Loans from banks. - - -- ? b5c3ees~ ob phe 7 Sets bass | 1.5 } LZ 
(5) Other__- onl ; Sat ; $ hs, | 9.2 9.3 
Other noncurrent liabilities_- ‘ wha Sa ees } 0.9 | 2.0 
Total liabilities 16a. st SIL aM 35.2 | 47.5 
Total stockholders’ equity-- . ee i keiths cabs | 64.8 | 52.5 
Total liabilities and stockholders’ equity---_- dine neta dite Mig 100.0 | 100.0 
Total (billions of dollars) - . ; 190. 0 5.3 





Source: U. 8. Feder 


Report for Manufacturing 


Trade Commission-Securities and Exchange Commission, Quarterly Financial 
Corporations, 4th Quarter 1955, table 5, pp. 18-19. 


No statement of sources and uses of funds exists for corporations 
of different size, but it does exist for the postwar period for all non- 
financial corporations and for approximately 300 large corporations, 
accounting for roughly one-third of all corporate assets. Thus we can 
compare the sources of funds of the 300 large corporations and of 
all other corporations excluding the 300 large ones.® 

In the period 1946-55 the large corporations derived approximately 
63 percent of their financing from funds generated internally (table 
®). By contrast, corporations excluding the 300 large ones obtained 
55 percent of their funds from internal sources. Capital consumption 
allowances supplied approximately 82 percent of all funds for the 
large corporations in comparison with 28 percent for all corporations 
excluding the large ones. Retained earnings supplied 51 percent as 
against 28 percent of funds in these respective size classes 

This situation necessarily resulted in greater use of external sources 
of funds by the group of smaller corporations. Nearly 45 percent of 
their funds came from outside sources in comparison with 37 percent 
for the large ones. The sharpest contrast in the components of ex- 
ternal sources is in trade payables. All corporations excluding the 300 
large ones got roughly 13 percent of their financing from trade pay- 
ables as compared with 4 percent for the large corporations. Also 
reliance upon bank loans was much heavier for the first group whose 
bank loans constituted 7 percent of total sources as compared with 1 
percent in the financing of the 300 large corporations. The generally 
greater use of the long. term capital market by larger corporations is 
reflected in the contrasting figures for capital stock issues. 


3 Since no information is available on the sampling errors for the 300 large corporations, 
the comparisons may yield differences that are not statistically significant. 
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TABLE 3.—Sources of funds of large and other nonfinancial corporations, 1946-55 


IN BILLIONS OF DOLLARS 


Source | All Large Other 


| corporations | corporations! 
Total sources ? ; 7 307. 4 | 3110.3 | 197.1 
Internal, total 4 us 178. 4 | 69.3 109. 1 
Retained earnings a : 88.3 | 33.6 54.7 
Capital consumption allowances 90.1 | 35.7 | 54.4 
External, total 128. 9 | 41.0 87.9 
Trade payables 29.0 4.3 | 24.7 
Bank loans | 14.3 | 1.1 13.2 
Accrued incon 1e taxes = ‘ & 5 eg 27 
Other liabilities 13.6 | 4.3 | 9.3 
Mortgages, bonds__- a “| 43.7 | 15, 2 | 28.5 
Capital stock 19.8 10.3 | 9.5 
PERCENTAGE DISTRIBUTION 
Total sources 2 100.0 | 100.0 | 100. 0 
Internal, total ¢ . 58.0 62.8 ;% 55. 4 
Retained earnings 28.7 30. 5 | 27.8 
Capital consumption allowances 29.3 | 32.4 | 27.6 
External, total : 41.9 | 37.2 44.6 
Trade payables 9.4 3.9 | 12.5 
Bank loans ; A 4.7 1.0 6.7 
Accrued income taxes tad * | 2.8 | 5.3 | 1.4 
Other liabilities 4.4 3.9 1.7 
Mortgages, bonds : ; iad 14.2 | 13.8 14.5 
Capital stock a ; ; 6.4 | 9.3 1.8 


| 
| 
i 


! Covers the large corporations tabulated in the Federal Reserve Board’s annual financing study of 
approximately 300 larg ie aarpens ations. 

2 Detail may not add to totals because of rounding 

3 Proceeds from sales of fixed assets and investments, tax refunds, and extraordinary sources of funds 
have been eliminated to make the Federal Reserve data for large corporations comparable to the Depart- 
ment of Commerce series and to make the data consistent for all, large, other corporations. 

4 A certain measure of inconsistency is present because the Department of Commerce includes depletion 
in retained earnings in the data from which the first column is drawn, while the Federal Reserve includes 
it in depreciation in the data used in the 2d column. No adjustment is made here. 


Sources: Data for the years 1946-52 in absolute sums from R. W. Goldsmith, Financial Intermediaries in 
the American Economy Since 1900 (Princeton University Press, 1958), pp. 268-269. For large corporations 
in the years 1953-55, the data are from various issues of the Federal Reserve Bulletin. Data for all corpo - 
rations in the period 1953-55 from Herman I. Liebling, Financing the Expansion of Business, Survey of 
Current Business, September 1957, p. 9. 


Unincorporated business 


Data on the financing of unincorporated business are fragmentary. 
Goldsmith provides estimates of the balance sheets of unincorporé ated 
business for certain years in the period 1900-49 in current prices.* 

The total assets of unincorporated business rose steadily from 1900 
to 1949 from $12 billion to $89 billion. In this period, liabilities of 
unincorporated business rose from $6 billion to $21 billion. Equity 
rose from $6 billion to $69 billion. Preliminary data for 1955 place 
the assets of unincorporated business at $127 billion, their liabilities at 
$44 billion, and their net worth at $83 billion.’ 


‘Raymond W. Goldsmith, A Study of Saving in the United States (Princeton University 
Press, 1956), vol. III, table W—29, p. 77. 


’ National Bureau of Economie Research, Financial Research and the Problems of the 
Day, 837th Annual Report, May 1957, p. 36. 
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According to Goldsmith, commercial banks were the principal source 
of short-term funds for unincorporated business while banks and other 
financial intermediaries provided the long-term credit requirements of 
these businesses.® Trade credit grew in importance as a source of 
funds after the turn of the century, although its contribution to finane- 
ing varied in different periods. Retained earnings and net invest- 
ment by proprietors were twice as large as external financing. 

Small businesses are beset by serious difficulties in securing external 
long-term debt and nonentrepreneurial equity funds. U nlike larger 
firms, many small businesses have no direct access to the long-term 
capital market. In those instances where small businesses attempt 
to secure funds from this sector of the capital market, they are fre- 
quently charged such high prices that they are de facto prohibited 
from using this market as a source of financing. They are forced, con- 
sequently, to rely heavily upon interbusiness finane ing, bank borrow- 
ing, and borrowing from nonbank financial institutions. 


INTERBUSINESS FINANCING : 


We define interbusiness financing to include all financing which 
eccurs directly between nonfinancial firms. Characteristically, the 
borrower and lender involved in this financing arrangement are in- 
volved in cl buyer-seller relationship also. There need hot be a direct 
money loan in the financing arrangement. For example, the debtor 
firm may receive credit from a supplier when purchasing inventory 
or equipment. Merely because trade credit is associated with a pur 
chase does not mean that the credit can be used only to finance that 
purchase. Any credit releases funds which can be used in other ways. 
Regardless of the fact that interbusiness financing may be tied to a 
nonfinancial transaction, the financial effect is identical to that of a 
bank loan or any other direct cash acquisition. Tf the credit terms of 
the sale exceed the period of financing need, trade credit may be used 
to finance other assets. Even if the credit terms are short of the 


period of production, there is a financial effect. The user does not 
have to tie-up funds in inventory for as long a period as he would 
if he had no trade credit. The released funds ni wv be used in any way. 


rl Cre dit 


Trade credit generally arises from the purchase of merchandise 
The seller does hor demand immediate payment for the shipped goods 
but carries the purchase as an account receivable, Ordinarily, there 
is no credit instrument except for the ledger entry. If the buyer 
fails to pay within the agreed-upon period, the seller may insist that 
the buyer sign a promissory note to make the debt obligation more 
formal. 

Payment dates are set with discounts usually allowed for early 
payments. Thus, terms may be 2/10, net/60, i. e., if payment is 
made within 10 days, 2 percent may be deducted from the bill: but 
the bill must be paid within 60 days. Discount terms are important 
in determining the interest cost of the credit to the purchaser. In 


‘R. W. Goldsmith, Financial Intermediaries in the American Economy Since 1900 
(Princeton University Press, 1958), estimates the recent mortgage financing of unineorpo 
rated business by financial intermediaries at over 30 percent See p. 216 

7For results of Federal Reserve survey of this source of funds, see pt. II, Surveys of 
Credit and Capital Sources, survey V, p. 482. 
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the example, if the customer waits the full 60 days, he is paying in 
effect 2 percent for a credit extension of 50 days. On an annual basis, 
this is equivalent to an interest rate of 14.4 percent. 

Trade credit is extended for the following reasons: Sale on open 
necount is a form of nonprice competition and an important factor 
mn stimulating sales.* The seller can acquire funds more cheaply than 
the buyer since typically the seller has a higher credit rating. The 
additional volume of sales resulting from the credit extension may 
venerate greater profits due to economies of scale. Furthermore, the 
actual credit extended is less than the sales price of the product fi- 
nanced because of the profit element included i: the sale price of the 
product. 

From the trade debtor’s point of view, the cost of trade credit may 
he measured in two ways. If discount terms are available, the cost 
incurred by failing to take discounts may be considered. The other 
cost may be in the price of the goods bought. Since the seller has in- 
curred credit costs (at minimum, his eosts are the loss of the return 
from an alternate use of his funds), these may be embedded in the 
price charged for his product. This assumes that the additional sales 
volume resulting from the credit extension does not result in significant 
economies of scale for the seller. However, high volume may create 
economies of scale which are sufficiently large to absorb the added 
costs of extending credit. 

The trade debtor (buyer) will accept the costs of trade credit provid- 
ing that the purchase cannot be financed in a cheaper way. Thus, if 
the buyer can utilize past earnings, bank credit, or any other source 
of credit with a lower cost, he will not use trade credit. 

xcept for the very largest firms, the smaller the firm, the greater 
its reliance upon trade credit. Data from the FTC-SEC Quarterly 
Financial Report of Manufacturing Corporations show that for man- 
ufacturing corporations with assets of less than $250,000, trade pay- 
ables aver: raged 21 percent of total liabilities and net worth over the 
period 1955-57. The comparable figure for all manufacturing cor- 
porations was 5 percent. 

Data from the Statistics of Income for 1952 show that large cor- 
porations tend to be net trade creditors while smaller corporations 
are not. This is also true for agriculture, forestry and fishing, mining 
and quarrying, construction, manufacturing, public utilities, and trade 
and service corporations. 

As a continuous series, the Quarterly Financial Report is available 
for manufacturing corporations only. However, the Quarterly Fi- 
nancial Report for Retailing and Wholesaling Corporations is avail 
able for 1951 and 1952. Since the wholesaling and retailing industries 
are characterized by small firms, these data are particularly relevant. 
Generally, the dependence of small retailers and wholesalers on trade 
credit is similar to that of the small manufacturer. While all three 
groups of corporations—manufacturing, wholesaling, and retailing 
tend to be net trade creditors, i. e., they extend more credit to their 
customers than they receive from their suppliers, the smaller corpora- 
tions approach a balance between trade credit extended and trade 
credit received. For example, the ratio of accounts and notes receiva- 


*“See p. 26 
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ble to accounts payable for retailing corporations with assets of less 
than $250,000 is 1.1, lower than for any other size group. 

U mfortunately, corresponding data are not available for nonfarm, 
noncorporate business. Incomplete balance sheet information for this 
sector taken from the Federal Reserve Board’s flow of funds studies 
shows that in 1955 trade credit extended was about 0.6 of trade credit 
recelved.? Since most noncorporate, nonfarm businesses are small, 
they tend to be trade debtors and are financed by larger (for the most 
part, corporate) businesses. 

Data taken from Statistics of Income for “all industries” and the 
“trade” industry show a very high relationship between total compiled 
receipts and notes and acc ‘ounts receivable. The correlation coefficient 
is greater than 0.9 in the period 1924-53. Sales appeared to be more 
reliant on credit extensions during the 1946-53 period than between 
1924 and 1940. The World War II period shows no relationship, as 
would be expected in view of the scarcities and sellers’ markets during 
that period. The relationship between total compiled receipts and ac- 
counts and notes receivable was stronger for trade firms than for all 
industries. 

Potentially, trade credit is a subtle form of competition. Price 
changes may be met by competitors immediately, but trade credit 
terms are apt to be less well publicized. Further, trade credit can be 
made more generous without changing the dise ount rate. If the terms 
of 2/30, net/60, are changed to 2/ 10, net/60, the effective annual inter- 
est rate falls from 24 percent to 14.4 percent for firms which fail to pay 
within the discount period. Similarly, if sellers wish to raise prices 
without arousing the customer, credit terms can be tightened. In 
periods of strong seller compe tition, credit terms may not be changed 
at all. However, buyers may be allowed to deduct the rapid payment 
discount even after the discount period. When conditions become less 
competitive, the discount period can be enforced by sellers. 

Trade credit terms can be used to encourage off-season buying by 
deferred dating of trade credit terms. Thus, a toy manufacturer may 
offer toys in July with favorable discount terms beginning, say, 
October 1. The deferred dating can be offered in conjunction with 
higher discount rates and/or lower prices. <A large firm with greater 
access to funds is in a better position to do this than a small firm. 

The selling firm (extender of trade credit) may finance itself in a 
variety of ways.” Over the past quarter of a century the number of 
financial institutions which accept accounts receivable as collateral 
on a recourse or nonrecourse basis have grown. In the late 1930's, 
banks entered the area of “buying” accounts. The growth in volume 
of lending against accounts receivable by finance ial institutions sug- 
gests that more firms can finance trade ¢ redit by “selling” the resulting 
open book accounts. Thus, a firm which is barred from direct. access 
to particular capital markets because of high costs can be financed 
indirectly by the ‘se same capital markets at lower rates because of the 
interposition of a selling firm with a better credit standing. 


Cash loans 


Merchandise suppliers sometimes make direct cash loans to cus- 
tomers. There is no evidence available as to the extent of this prac- 


® Federal Reserve Bulletin, October 195 1194. 
%”N. H. Jacoby and R. J. Saulnier, Sastases Finance and Banking (National Bureau of 
Economic Research, 1947), pp. 113 ff. 
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tice. In addition, there are examples of large companies providing 

‘ash loans to sms re ‘yr companies who serve as suppliers to the large 
firms. Moreover, cases are known where larger companies, wishing 
to maintain beastnoen relationships with smaller companies, for what- 
ever reasons, will guarantee the credit of the smaller firm, thereby 
providing it with access to funds on terms that would otherwise not 
be available. 


Provision of equipment and supplies 

Various suppliers are willing to provide equipment related to 
the merchandise they sell. For ‘example, a beverage distributor ma 
supply coolers to his customers. This equipment may be loaned, lease 
or sold. If sold, it may be financed initially by the merchandising 
supplier. Apparently there are cases where a customer may use equip- 
ment free as long as he continues to purchase merchandise from the 
supplier. Even if he changes suppliers, presumably the same equip- 
ment service would be available to him from the new source. The 
advantage to the supplier is that he gains a customer and, presumably, 
the customer purchases sufficient merchandise to cover the financing 
costs of the equipment. 

The equipment user may prefer to purchase equipment through his 
merchandise supplier rather than to purchase from an equipment dis- 
tributor. It may be argued that the merchandise supplier sells the 
equipment at cost and buys the equipment at high volume prices. If 
this is true, such equipment supplying acts to pass on an economy of 

scale to an equipment user too small to achieve the economy directly. 
hai in the case of trade credit, the merchandise supplier may achieve 
sufficiently large economies of scale by increasing product sales via 
equipment financ ing. Thus, the merchandise supplier may be able to 


offer better equipment terms than could an ordinary equipment sup- 
plier. 


Equipment financing 

Equipment financing is another form of interbusiness financing 
which results from a transfer of goods, in this case, capital equipment. 
The transfer may take the form of an installment sale or a lease. 

Leases are used in acquiring a widening group of assets such as real 
estate, machine tools, vehicle fleets, and “office equipment. The most 
recent information on the frequency of use of equipment loans and 
leases comes from the Machinery and Allied Products Institute 
(MAPI) which surveyed 250 firms in the capital-goods industry.” 
Twenty-four percent of the firms responding sold equipment on 
an installment basis. Two-thirds of those making installment sales 
financed the sales by selling the resulting installment paper, in most 
cases without recourse. Fourteen percent of the firms were willing to 
lease equipment to customers. Seven percent of the responding firms 
usel the lease device themselves in order to acquire equipment. A 
recent estimate puts the number of ro rating automobiles that are 
leased at 260,000. Since June 1950, car leasing has grown at an an- 
nual rate of 20 to 30 percent. Truck teebihe has grown at least as 
rapidly. About 250,000 trucks are presently leased and it is estimated 
that by 1965, 800,000 trucks will be leased.1” 


4 Machinery and Allied Products Institute, Equipment Replacement and Depreciation: 
Policies and Practices (1956), pp. 9-10. 


* American Finance Conference, Special Bulletin No. 67 (1957), p. 14. 
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Unfortunately, no adequate information is available on the size of 
firms offering and using these forms of interbusiness financing. On 
the basis of fr agmentary evidence it would appear that small business 
is not an important user of this form of financing largely because of 
its inability to meet the credit standards laid down by lessors. We do 
not have information on how lessors finance leases, although fleet 
financing through a trustee has grown in a number of insurance com- 
panies. 

The lease is not just a means of acquiring an asset, it is a means of 
financing an asset. Therefore, in deciding whether to buy or lease, the 
equipment user must consider the financing alternatives such as term 
loans, installment purchases, ete. Depreciation is an important facto 
in the decision. Favorable depreciation allowances make owning 
more desirable to both lessor and lessee. In such an instance, the 
lease rates are apt to fall and the state of competition for leases is apt 
to reflect the terms on which user and lessor firms can enter the capital 
markets. If the lessor firms have substantial advantages in acquiring 
funds, leasing will be cheaper than owning. 

Like trade credit, the lease enables a firm to acquire financing from 
sources which the firm could not approach directly. In choosing the 
form of financing the firm should attempt to calculate the most ad 
vantageous means. It will take trade credit if this is the least cost!) 
way of financing purchases. It will lease if this is the most profitable 
way of acquiring an asset. While certain liabilities are frequent!) 
called automatic in the sense that they resuit from the normal opera- 
tions of the firm—in a sense are byproducts—this is inadequate for 
analytical purposes. The firm does not have to allow many accruals to 
arise, it does not have to accept trade credit, and it does not have to 
lease. It must be assumed that if these methods of financing are used, 
it is because they are the best sources of financing available to the 
firm. 

With the increasing mechanization of industry, the financing of ma 
chinery and equipment by manufacturers intu the hands of distribu 
tors and ultimate users has grown in volume. Typically the financing 
contracts are loans secured by equipment and repayable in installments 
over period of more than a year. These loans are often discounted 
with finance companies with recourse to the manufacturer in case of 
default by the buyer. 

Many equipme nt manusackurers, however, have preferred to carry 
their own receivables either directly or through their own financing 
subsidiary. In recent years the saan ‘rr of financing subsidiaries has 
grown noticeably. The reasons for establishing financing subsidiaries 
vary. Among them are: the desire to earn financing charges, to avoid 
the possibility of having a financial institution injure relations with 
customers by its collection procedures, to maintain customer good 
will, or to supply business firms whose credit ratings are not a 
ceptable to financing institutions.’ 

The financial subsidiary is established by the manufacturing firm 
which supplies equity funds directly, while the subsidiary usually 
obtains debt funds from the capital market. To the extent that the 
financial subsidiaries extend the benefit of their superior financial 





13N, H. Jacoby and J. F. Weston, Financial Policies for Regularizing Business Invest 
ments, National Bureau of Economic Research, Regularization of Business Investmenu 
(Princeton University Press, 1957), p. 442. 
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resources to smaller businesses, they exemplify the interpenetration 
of financial markets through the medium of interbusiness financing 
noted in many connections in this paper. 

In periods when loanable funds are in short supply, does inter- 
business financing become more significant? One line of reasoning 
argues that in periods of tight money small borrowers will face in- 
creased difficulty in acquiring funds directly from banks or other 
traditional financial institutions. Under such circumstances, devices 
such as trade credit, equipment installment financing, and leases will 
look very attractive to the small firm which, as was argued above, 
will be forced to tap the funds market via the interposition of some 
better credit risk. Evidence on this problem is inadequate. The 
recent tight money pressures were discussed by members of the staff 
of the Federal Reserve Bank of Chicago, as they affected the Seventh 
Federal Reserve District..* It was disclosed that during the tight 
money period, the percentage of bank loans made at risk rates 
decreased markedly. The industries most affected were trade, con- 
struction, and textiles which are composed primarily of small firms. 

A member of the staff of the Kansas City Federal Reserve Bank 
showed that trade credit apparently expands in response to monetary 
restrictions.*®> An analysis of data in the Quarterly Financial Report 
of Manufacturing Corporations showed a substantial increase in net 
trade credit in most recent years. The Kansas City writer goes on 
to show that the trade credit increase was larger than the increase in 
bank loans. In other words, supphers were drawing down cash 
balances and increasing the velocity of money to offset the stringency 
in the money supply. More current data show that in 1956 large 
corporations (trade credit suppliers) increased bank loans and long- 
term indebtedness over 1955. Small corporations increased bank 
loans less in 1956 than in 1955, while decreasing their long-term in- 
debtedness. In 1955 trade credit represented a use of funds for small 
corporations. In 1956 trade credit was the most important single 
source of funds for these firms. These findings confirm earler 
studies which suggest that larger firms tend ot redistribute the total] 
supply of funds in the business system and thereby add to the 
liquidity of the smaller and medium-size enterprises." 


COMMERCIAL BANKING SYSTEM 7" 


The most important group of short- and intermediate-term lenders 
tosmall business are the commercial banks.'* Probably more is known 
of their practices, the volume and composition of their loaning activ- 
ities, costs, the manner in which loans are secured, and their methods 
of credit assessment than is the case for any other lending institution. 
What is probably of equal or greater importance is that more is 
known of their lending activities with specific reference to size of bor- 
rower than for any financing institution. 


's The Price of Business Loans (Federal Reserve Bank of Chicago), Business Conditions, 
Mareh 1957, p. 14 

5'Trade Credit \ Factor in the Rationing of Capital (Federal Reserve Bank of Kansas 
City), Monthly Review, June 1957. 

*“See N. H. Jacoby and J. F. Weston, op. cit., pp. 439 ff.; also C. L. Merwin, Financing 
Small Corporations in Five Manufacturing Industries, 1926-36 (National Bureau of 
Economic Research, 1942), passim: J. K. Butters and J. Lintner, The Effects of Taxes on 
Growing Enterprises (Harvard University Press, 1945), pp. 126—127. 

‘For results of Federal Reserve surveys of this source of funds, see pt. II, Surveys of 
Credit and Capital Sources, surveys II and III, 

8 Goldsmith, op. cit., p. 252. 
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In November 1946, member banks, whose asset tctals dominate the 
universe of commercial banks, had $13 billion of loans outstanding 
to businesses. By October 1955, the total outstanding was $31 billion, 
a rise of $18 billion in 9 years. On both dates businesses with total 
assets under $250,000 owed a vast preponderance of the number of 
loans. In dollar terms, though, loans to larger businesses were much 
greater. 

Data are available in such great detail from the first postwar mem- 
ber bank loan survey and presumably will be from the second one 
when publication is completed, that it is impossible to review it all 
here. It must suffice to say that a thorough breakdown of data re- 
garding industry, size of borrower, size of lending bank, term loans, 
feoal form of borrower, security pledged, the structure of interest 

rates, and m: ny particul: ws regarding small business loans were fur- 
nished. It is to be hoped that such plentiful data will be available 
ultimately for the other lending institutions. 

The numerous studies on the cost of sec urity flotations point up the 
difficulties besetting the small corporation in its attempts to tap the 
capital market for funds. The external financing problem of the 
small, unincorporated business is even more difficult. Virtually the 
only institutional source to which small, unincorporated firms may 
look for long-term debt, and one of the few sources available to the 
smal] corporation, is the commercial bank. 

Bank loans having an original maturity of more than 1 year are 
generally referred to as “term loans.” Data presented by the latest 
Federal Reserve survey of member banks loans show that term loans 
amounted to about one-third of all member bank loans to business. 
As such, they are an important portion of the external long-term 
financing of business. Examination of the proportion of term loans 
to all member bank loans in different industries shows considerable 

variation by size of firm. For the very small firm (assets of less than 
$50,000) in all industries, term loans constituted about 41 percent of 
all loans. This was a higher percentage than for any other size group 
except for firms with $25 million or more of assets. The general 
observation holds loosely for all industry groupings. 

The industrial distribution of member bank loans is relevant here 
because of the characteristic association of industry and asset size of 
firm. Changes in the distribution of loans by industry between the 
1946 survey and that of 1955 reflect broadly the resource reallocation 
underw: y in that decade. In 1946 manufacturing and mining com- 
panies had 17 percent of the total number of bank loans outstanding 
which amounted to 43 percent of the total volume. By 1955 the share 
of the manufacturing and mining industries in the aggregate dollar 
volume had declined to 37 percent while the number of loans had re- 
mained constant as a percentage of the total. 

The trade industries as a whole experienced a decline in their share 
of both the dollar volume of outstanding loans and the number of loans 

made. In 1946 the trade industry had 51 percent of the loans out- 
standing aggregating 30 percent of the dollar volume. Nine years 
later the percentages of loans held had dropped to 39, and the dollar 
volume had declined to 21 percent of the total; the absolute figures for 
both the number of loans and dollar volume in the retail and whole- 
sale trades expanded over this period. 


r 
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Other industries—sales financing, transportation, communication, 
and other public utilities, construction, and service industries—in- 
creased in importance as bank borrowers over this period, Sales 
finance companies increased their share of the volume of loans out- 
standing at the survey date from 6 percent in 1946 to 9 percent in 
1955; the number of their loans was a constant percentage of the total. 
Figures for real-estate companies are not separately available from 
the 1946 survey; in 1955, however, real-estate companies accounted 
for 8 percent of the amount of loans and 6 percent of the number of 
all business loans. 

Information on lending practices of commercial banks is still inade- 
quate despite the loan surveys. Bank evaluation of loan applica- 
tions as to creditworthiness and prospective profitability is not well 
known, at least in a systematic or comprehensive way. The tradi- 
tional examination of financial position is understood, of course, but 
our knowledge of the bankers’ subjective evaluation of these objective 
criteria employed for acceptance or rejection of loan applications is, 
at best, quite primitive.” It is likely that the rationing method varies 
as between phases of the business cycle. 

The industrial loan experience of the Federal Reserve Bank of New 
York during the 1930’s indicates that managerial assistance is an in- 
tegral and, ‘perh: ips, indispensable part of successful bank manage- 
ment of small-loan portfolios.” Though we cannot be sure in the 
absence of definitive study, this connotes an underlying cost structure 
which delimits the profit: able size of the small-loan portfolio, perhaps 
in both directions. <A certain fixity of cost is incurred in constructing 
and equipping departments designed to give advice and assistance to 
loan applicants, and to maintain other services for one class of cus- 
tomer. In addition, costs of extensive investigation are frequently 
associated with small borrowers of unknown credit status. Thus, 
banks face the double-edged problem of extending managerial assist- 
ance to small borrowers, but to an extent consistent with profitability. 

An interesting line of investigation is suggested by the known dif- 
ferences of lending by small and large banks. Results of the 1955 
member bank loan survey indicate that the loan structure of small 
banks differs signific antly from that of large banks. At the survey 
date, retail firms were the most important borrowers from small banks 
(defined as those with deposits under $20 million). This contrasted 
with banks with $100 million and over of deposits where loans to manu- 
facturing and mining concerns predominated in terms of dollar volume 
and were about half the number of loans. 

Over three-fourths of the loan portfolios of large seventh district 
banks referred to above were at rates below 514 percent. On the other 
hand, slightly over two-thirds of the portfolio of small rural banks 
were at rates below this level. However, metropolitan banks made a 
higher percentage of their loans at very high rates. Two and one- half 
ony ent of the loans of banks in large urban areas were at rates over 

percent while less than 1 percent of country bank loans were at 
tie rate. The reason given for this is the tendency of large banks to 


. D. 8S. Thompson, Changes in Quality of Bank Credit, Journal of Finance, May 1956, 
p. 311. 
* Robert V. Roosa, Some Small Business Problems Indicated by the Industrial Loan 


Experience of the Federal Reserve Bank of New York, Journal of Finance, April 1947, 
passim. 
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make small-business loans on an installment repayment basis where the 
charge is made on the whole principal of the loan and not on the 
adjusted balance.*! Also, the banks in large urban centers tend to 
make more of the specialized high-risk loans than do the small banks. 
These findings suggest that a certain kind of credit risk accommodated 
at high rates at large banks is virtually excluded at small banks at 
any rate. 

Bank lending in relation to other sources foe small business 

There are several sources of information on the importance of bank 
loans in relation to other sources of funds, i. e., the share of bank loans 
in the total financing of small business. McHugh and Ciaccio of the 
Department of Commerce’s Office of Business Economics reported the 
results of a sample survey of small- and intermediate-size business 
financing.?? Sources of financing was one object of inquiry and from 
that we can derive an idea of the numerical bulk of bank loans in 
relation to all loans for the concern sampled. (Nore.—This is not a 
comparison of bank loans with all sources of oie but with all loans. ) 
This procedure omits the very important trade credit source. Bank 
loans to established businesses constituted nearly 80 percent of all loans 
made to this group. They were nearly 70 percent of all loans to new 
firms. Similar results were reported from an earlier sample.**> It was 
reported there that banks made 66 percent of the loans to firms sampled 
in the year ending June 30, 1950, and 79 percent of the aggregate 
amount. 

An article on the financing of new trade firms indicated that whole- 
sale trade firms starting operations in the 1945-47 period were depend- 
ent on bank loans to the extent of 10 percent of total sources of funds.”4 
Retail trade firms depended on bank loans for 14 percent of their 
financing. Within the wholesale trade unincorporated firms financed 
18 percent of their requirements from bank loans in comparison with 
§ percent for incorporated firms. Within the new retail firms depend- 
ency was identical as between legal forms of organization. 


INSURANCE COMPANY LENDING ~ 


Life insurance companies have experienced a steady rate of increase 
in total assets during the present century. Assets have doubled each 
decade since 1910 and now amount to about $100 billion. By virtue 
of the vast sums of money at their disposal, the life insurance com- 
panies are one of the most important sources of business financing. 
They have specialized in medium- and long-term credits provided 
through open market purchases of corporate bonds and notes, direct 
purchases of such instruments, and mortgage loans on nonresidential 
property. 

The most useful information on the breakdown of life insurance 
company lending to business by size of loan, size of borrower, and 


21 The foregoing data are from Business Loans at Small Banks (Federal Reserve Bank 
of Chicago), Business Conditions, January 1957, p. 14. 

2 Loughlin McHugh and Jack N. Ciaccio, External Financing of Small- and Medium- 
Size Business, Survey of Current Business, October 1955, pp. 15-21. 

% Loughlin McHugh, Financing Small Business in the Postwar Period, Survey of 
Current Business, November 1951, pp. 17-23. 

*% Lawrence Bridge, Capital Requirements of New Trade Firms, Survey of Current 
Business, December 1948, p. 23. 

%* For further discussion of this source of funds, see pt. II, Surveys of Credit and Capi- 
tal Sources, survey VI. 
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average rates on both bonds and mortgage loans is contained in a 
recent paper.*° 

The data indicate that of the total number of borrowing operations 
by business firms from a sample of life insurance companies in the 
period 1953-56, including loans through either bonds or mortgages, 

almost three-quarters of the number were for loans involving less 
than $250,000. The annual dollar volume of small loans averaged 
$278 million over the period, equivalent to about 6 percent of ye: arly 
total business loan authorizations.”* 

Loans to businesses with assets of under $1 million were 3.6 percent, 
1.5, 2.5, and 2.0 percent of the number of loans on business and indus- 
trial bonds in 1953, 1954, 1955, and 1956 respectively. The amount of 
loans to borrowers in this asset size class was about 0.2 percent of 
total business bond authorizations throughout the period. 

The survey results indicate an inverse relationship between size of 
loan and interest rates on all life insurance company lending. Larger 
loans commanded lower rates than smaller loans. As one would an- 
ticipate, the movements in the average rate during the survey period 
paralleled those of interest rates in the economy generally. As the 
entire schedule of interest rates rose in 1955 and 1956, larger loans 
experienced the sharpest increase in rates. For example, borrowing 
costs on bonds under $50,000 increased from 4.95 percent in 1955 to 
5.15 percent in 1956, an increase of less than a twentieth. But average 
rates on loans of $10 million and over rose from 3.98 to 4.36 percent, a 
jump of almost a tenth. 

Small mortgage loans were a somewhat greater proportion of all 
mortgage loans that were small business bond-secured loans to total 
hond-secured loans. As is the case of bond loans, the number of small 
mortgages as a percentage of the total number authorized declined 
m 1954, 1955, and 1956; the same was true of mortga’re loans to small 
firms, 

The industry distribution of borrowers contrasts sharply for bond 
and mortgage loans. Manufacturing firms borrow approximately 
45 percent of the number of all bond loans, and finance companies 
(almost exclusively large companies) about 25 percent. Their com- 
bined loans were vari: able but accounted for roughly 70 percent of all 
investments in business and industrial bonds during the period. On 
the other hand, retail trade establishments were the dominant bor- 
rowers on mortgage loans. They accounted for roughly 46 percent of 
the number and 40 percent of the amount of mortgage loan authoriza- 
tions in 1953-56. 

At the end of 1955, life insurance company outstanding mortgage 
loans on nonresidential property amounted to roughly $5.9 billion.® 
- cases where the earning power of the prospective borrower cannot 
he determined with certainty or the principal income-producing asset 
oF be borrower is real property, the mortgage loan provides a vehicle 

r borrowing from the insurance company. In cases where the busi- 


“This information summarizes a survey of life insurance company lending in the period 
1953-56 by the Life Insurance Association of America done at the request of the Select 
Committee on Small Business of the House of Representatives. ‘The results of the survey 
have been published as Joint Investment Bulletin No. 321, by the Life Insurance Asso- 
‘ation of America and the American Life Convention. The survey covered 67 major 
companies with 77 percent of all assets held by life insurance companies. 

Ibid., table 2, p. 6. 

Capital Market Project of the National Bureau of Economic Research. 
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ness is unincorporated, State regulations prohibiting unsecured loans 
to such borrowers may make lending on real estate the only means 
for a life insurance company to lend to the business concern.” It is 


+ 


estimated that approximately 30 percent of the $5.9 billion of loans 
was owed by the nonfarm, noncorporate business sector’ Roughly 
75 percent of these outstanding mortgage loans were secured by com- 
mercial structures and the remainder were accounted for by industrial 
structures. As late as 1940 industrial mortgage financing by insur- 
ance companies was nonexistent.*t It follows that unincorporated 
industrial firms have augmented their sources of long-term credit 
from insurance companies in the last two decades. 

Another source of life-insurance funds for business about which we 
know very little is the policy loan of life insurance companies. It is 
known that loans to individuals secured by the cash surrender value 
of their policies constitute a regular source of funds for smaller 
businesses. A study of the Office of Business Economics of the De- 
partment of Commerce indicated that nonbank sources accounted 
for one-third of the number of small business loans in the period 
July 1, 1949, to June 30, 1950, and one-fifth the aggregate volume. It 
said, “chief nonbank financial sources of funds were insurance com- 
panies (through policy loans) and small loan concerns.” ** Yet little 
or no information is available regarding frequency of use and mag- 
nitude of policy loans for business although Goldsmith allocates al- 

most 90 percent of these loans to nonfarm households.™ 

At the end of 1956, policy loans of $3.5 billion equal to 3.7 percent 
of all assets of life insurance companies were outstanding. Policy 
loan volume was only 4.4 percent of total reserves of all kinds, and it 
was 6 percent of the $58 billion of reserves spec ‘ifically available to 
assure fulfillment of life-insurance contracts.** 

Policy loans have not always been as low a percentage of life msur- 
ance company assets as currently. The ratio of policy loans to reserves 
was in the middle teen percentages from 1910 through the 1920’s. 
During the 1920's, policy loans ranged from about fe 5 percent to 
13.5 percent of assets. During the adversities of the 1930’s they rose 
as high as 18 percent. It is only since the 1940's that the proportion 
has declined to its present low level. This decline is attributable to 
three major factors: (1) the growth of commercial bank personal lend- 
ing, (2) improvement of economic conditions, and (3) the fall in costs 
of consumer credit and the growth in number and diversity of loans 
from consumer credit institutions. 

Thus, this source of funds has not always been as little used as at 
present. It is clear that not every policyholder is or wants to become 
a small-business man. Yet, judging by historical standards a ratio of 
policy loans to total reserves of 4.4 percent or to reserves for life insur- 
ance contracts of 6 percent seems low if there is a stringency as alleged 
in the supply of funds to small businesses. 

The number of policyholders who are small-business men who could 
but do not draw on this source is a relevant but unknown statistic. 
More knowledge in this area might well enable us to judge more intelli- 


2 Life Insurance Association of America, op. cit., p. 15. 

% Go'dsmith. on. cit.. table 8—A. 

*1 Jacoby and Saulnier, op. cit., p. 119. 

8 McHugh, op. cit., p. 20. 

33 Goldsmith, op. cit., table 8—A. 

% Institute of Life Insurance, Life Insurance Fact Book, 1957, pp. 58, 80. 
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gently the frequent charge that the capital market treats the small- 
business man unfairly. Life insurance companies are obligated con- 
tractually to lend upon the security of the cash surrender value of a life 
policy. If entrepreneurs possess the ability to borrow from this source 
and do not, it would be important to know their reasons. Slight uti- 
lization of this reservoir of funds may indicate that one source of 
financial trouble for the small firm is a disinclination to shoulder risk 
rather than a dearth of available funds. Thus, our qualitative conclu- 
sions about insurance-company financing of small business may be 
quite different since the assumption of risk is an integral and neces- 
sary feature of the enterprise system and, if small business does not 
choose to utilize this source of financing, it indicates an unwillingness 
on its part to assume risk rather than a lack of availability of funds 
to it. 

Since the policy loan ceiling rate is fixed, it is obvious that in periods 
of tight money the differential in favor of borrowing on policy loans 
increases and one would expect them to increase in such times. Yet 
year-to-year changes in the volume of outstanding policy loans do 
not suggest a sensitivity to stringency or ease in the market for loanable 
funds. Policy loans have expanded very slowly in recent years from a 
total of $1.9 billion outstanding at the end of 1945 to $3.5 billion at the 
end of 1956; they have been virtually constant as a percentage of assets 
since 1946. 

While life insurance companies are a dominant institution in the 
medium- and long-term business credit market, they have been a rela- 
tively unimportant source of funds to small business. Their opera- 
tions have been to centralized to provide mass financing of small 
loans. Their fiduciary responsibilities to policyholders and a vast 
network of State regulation of investment policy has tended to limit 
insurance company business loans to borrowers of large amounts— 
characteristically large corporations—with high credit ratings.* 


FINANCE COMPANIES AND OTHER FINANCIAL INSTITUTIONS *° 


There has arisen in the financial markets a number of nonbank 
financial institutions whose growth can be explained in terms of new 
lending techniques as well as higher charges and differing assessment 
of credit risks from those of the older institutions serving the small- 
and medium-size business market. 

These “other” financial institutions enable businesses to acquire 
funds through the sale of or by borrowing on the security of some 
working capital assets; in addition, they enable businesses to acquire 
fixed assets on an installment repayment basis. In this section we 
attempt to expl: uin these lending practices, stressing the : aspects which 


are of specific interest in a study of small-business financing. The 
following transactions are considered : 


(1) Sale or assignment of accounts receivable— 
(a) with recourse and without notification of debtors: 
(4) without recourse and with notification of debtors. 





% See R. B. Patrick, Management of Life Insurance Investment Portfolio. and J. J. 
O’Leary, The Influence of Government, and G. T. Conklin. Jr.. A Century of Life Insurance 
Portfolio Manae rement, in Investment of Life Insurance Funds, ed. D. MeCahan (U niversity 
of Pennsylvonia Press, 1953 


* For resnuits of Federal Reserve survey of commercial finance companies and factors, 
see pt. II, Surveys of Credit and Capital Sources, survey IV. 
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(2) Inventory financing— 
(a) onthe strength of factors liens; 
(6) on the strength of warehouse receipts ; 
(c) onthe strength of trust receipts. 

(3) Installment financing of income-producing equipment— 
(a) financing the seller on conditional sales contracts; 
(6) financing the buyer on the security of a chattel mort- 

gage. 
(4) Retail sales financing and wholesale sales financing or 
“floor planning.” 


It is difficult to connect particular financial institutions with par 
ticular practices. For example, the larger finance companies engage 
in all these transactions. Smaller companies engage in fewer types. 
some perhaps in only 1 of the 4+ types. Old-lme “factors,” from 
which the contemporary finance company has evolved, traditionally 
engage in 1 (b)—the purchase of accounts receivable from businesses 
without recourse and with notification of the obligors on the accounts. 
In recent times, however, they have begun to penetrate other markets. 

Although these forms of financing are not new (indeed, factoring 
is quite old), it is only in comparatively recent times that they have 
burgeoned and become quite important beyond the limits of the in 
dustries with which they were originally associated. The commercial! 
banks were unwilling or unable, or both, to foster this type of finane 
ing. In its early stages they found the peculiar types of risk 
volved prohibitive and did not develop the administrative structure 
necessary for successful management of such loans. 

At least two writers have claimed that receivables financing received 
much of its viability from Government actions. First, passage of the 
Assignment of Claims Act by Congress in 1940 permitted businesses 
to assign debts owed them by the Government. This aided small- 
and medium-size businesses acting as subcontractors under war con- 
tracts. Secondly, the Reconstruction Finance Corporation used this 
device in its operations.*7 In a sense, Government merely added re- 
spectability to a risk formerly shunned by commercial banks, where 
upon private resources met the need expressed by businesses. Be- 
latedly, commercial banks moved into this field and expanded their 
business in this area. Still another new tendency is for banks and 
finance companies to make loans on a participating basis.** Extension 
of this practice may offer a way for the banking system to make avail- 


able an enlarged volume of resources to firms interested in receivables 
financing. 


Practices and institutions *® 


Factoring existed in several lines of business, but especially in the 
textile business, for many years prior to the spread of working capital 
financing by finance companies. The word “factoring” itself refers 
to the practice whereby a business sells its accounts receivable to a 
financial company on the basis of no recourse against the seller 


** Shandor Zinner, The Contribution of Commercial Receivable Companies and Factors 
to Financing Small, and Medium-Size Business, Journal of Finance, April 1947, p. 88 
and Clyde William Phelps. Accounts Receivable Financing as a Method of Business Finance 
(Commercial Credit Co., 1957), p. 61. 

% Phelps, op. cit.. p. 60 


* On this general subject see Jacoby and Saulnier, op. cit., passim 
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Obligors on the accounts receivable are notified of the sale and pay 
the new holder directly. The collection problem, and the entire risk, 
is thus shifted directly to the factoring company. There are only a 
score of well-known and established institutions in this field; they are 
geographically concentrated in New York City. Subsidiaries of some 
sales finance companies also engage in factoring operations. At the 
end of 1955 outstanding loans of factors and factoring subsidiaries of 
finance companies were $0.9 billion.” 

The assignment of open accounts receivable developed from this 
method. It is different from factoring in that it involves an agreement 
whereby a financing institution advances to its customer loans secured 
by the assignment of receivables with recourse to him for eredit losses 
and without notice to his trade debtors: the collection function is 
retained by the business firm. The latter feature resulted from the 
dislike of some trade debtors for dealing with institutions unknown 
to them or outside of their locality. Some factoring institutions are 
taking up this practice now, but the lion’s share is claimed by com- 
mercial finance companies. It is estimated that specialized financing 
firms are extending more than $5 billion annually upon the security 
of open receivables under this nonnotification plan.* 

Inventory financing is peculiar in large part to seasonal businesses 
which find their liquidity resources pressed by the need to accumulate 
inventory in irregular patterns. It 1s effected through the use of bills 
of lading, warehouse receipts, and factors’ liens. The advancement 
of funds takes place upon the continuing security of one of these fofms 
of protection. Usually the lender retains the authority to determine 
the amount he will advance upon this security. Sales finance companies 
are among the largest lenders for carrying inventories.” 

Equipme nt financing involves installment sales financing of income- 
elon ing equipment either for the buyer or seller. To avoid the 
burden of a large outlay for equipment, a company may wish to buy 
on an installment basis. A seller may secure an advance of funds by 
assigning conditional sales contracts and the related notes to a finance 
company. The owner or buyer of equipment is thus financed through 
the creation of a hen on the equipment by the means of a chattel 
mortgage. 

Retail sales financing refers to the purchase by a finance company 
of a conditional sales contract concluded between a dealer and his 
‘ustomer. The conditional sales contract allows the dealer and his 
assignees to ret: in ownership of the merchandise until all payments 
have been made with the right of repossession in the case of default. 
The finance company will purchase the contract providing the dealer 
with eash. 

Wholesale sales financing or “floor planning” refers to the financing 
of a dealer's inventory, or in other words, his current wholesale pur- 

‘hases from manufacturers. Title to the goods, usually automobiles 
or other consumer durables, is secured to the finance company by a 
trust receipt. 


“ Capital Market Project of NBER. See also C, W. Phelps, The Role of Factoring in 
Modern Business Finance (Commercial Credit Co.. 1956). p. 11. An earlier authoritative 
source is R. J. Caulnier and N. H, Jacoby, Accounts Receivable Financing (National 
Bureau of Economic Research 19438). 

“CC. W. Phelps, Accounts Receivable Financing, p. 11. 


“Loans against inventories account for around one-fifth of 


: commercial bank business 
oans 
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The growth of finance companies in recent years has offered a prom- 
ising avenue for enlarging the resources upon which small and medium- 
size businesses may draw. A recent book in describing open accounts 
receivable financing states: 

As to size, proportionally more of the small and medium-size companies make 
use of receivables financing, although many users are among the larger firms in 
their fields. 

The qualification must be made, however, that finance companies 
generally set minimum limits regarding the size of concern with which 
they deal. However, these minimum limits are not identical as be- 
tween finance companies, and they are not wholly inflexible. Often 
finance companies will accept as ¢ ustomers applicants below the mini- 
mum-size requirements if there is promise of their reaching the de- 
sired size as a result of financial aid.“ Very small firms obtain re- 
ceivables financing from the many small and medium-size local and 
regional finance companies. 

The specialized financial institutions which participate in the lend- 
ing practices described in this section have tended to supply credit to 
medium-size and small firms under conditions where credit risks have 
been relatively high.“®© They have probably enabled many enterprises 
to continue in operation and have served to supplement the commer- 
cial banks as a source of small-business finance. 


Influence of finance company financial structure 


Because of the intermediation of the finance company between the 
long- and short-term financial markets and its customers, events, and 
circumstances in these markets may exert a strong influence upon the 
financing of businesses depending on finance company funds. 

Sales finance companies rely upon debt financing, both long and 
short term, to a much greater degree than do industrial corporations. 
The characteristically heavy dependence of sales finance companies, 
but especially small ones, upon short-term debt enhances the influence 
over their operations exerted by the banking system as the largest 
supplier of short-term funds. Indeed, it has been argued that the 
shifting of finance companies between short- and long-term financial 
markets serves to transmit pressure from one to the other as conditions 
of demand for and supply of funds fluctuate and are reflected 
borrowing costs. If it 1s true that a higher proportion of small bor- 
rowers are associated with small finance companies than with the 
larger ones, conditions in the short-term market for funds may be felt 
by them because small finance companies make relatively greater use 
of short-term debt. 

If banks insist upon a rapid turnover of finance company borrowers 
in their portfolios, there may be substantial incentive for finance com- 
panies to favor accounts receivable financing over inventory or equip- 
ment financing whose liquidation schedules are slower.‘ 

Another development of great interest here is the growing tendency 
for finance companies to pla ice paper directly, usually with nonfinan- 

43 Phelps, op. cit., p. 62. 

“4 Thid., p. 62. 

6 Jacoby and Saulnier, op. cit., passim. 

46 See Paul F. Smith and Francis R. Pawley, Survey of Finance Companies, Mid-1955, 
Federal Reserve Bulletin, April 1957, supplementary table 6, p. 408, and Eleanor J. Stock- 


well, Financial Characteristics of Principal Lenders, Consumer Installment Credit, pt. 1, 
vol. 2 (Government Printing Office, 1957), table 2, p. 13. 


47 Silbert and Klein, Seeking and Obtaining Short-Term Credit, Business Finance Hand- 
book, editor Lillian Doris (Prentice-Hall, 1953), p. 149. 
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cial corporations. At the end of September 1957, the volume of di- 
rectly placed finance company paper was $2 billion, Only-the largest 
companies use this practice. The nonfinancial corporation is “the 
major holder, and since the corporations lending money in this man- 
ner are large ones, it is a form of interbusiness financing.* In effect, 
a corporation transfers its excess liquidity to a business in need of 
cash through the medium of the finance company. 


CONCLUSIONS 


In view of the absence of detailed data on the financing of small 
concerns, particularly by type of industry, it is not possible to present 
a simple and comprehensive picture of how small business or any of 
its major segments is financed. Nor is it possible to develop a con- 
vincing picture of changes in financing patterns overtime. The 
principal sources of loanable funds to small business are—and have 
been for many decades—the commercial banks and nonfinancial busi- 
nesses which extend trade credit and other forms of interbusiness 
financing. 

Between 1900 and 1955, total assets of financial intermediaries 
increased thirty-five-fold. The share of those intermediaries which 
are important lenders to small business (commercial banks, finance 
companies, and factors) fell from approximately 53 percent to 34 
percent of the total. This structural change since the beginning of 
the century cannot have remained without effect on patterns of small 
business financing and on the availability of funds to small, includ- 
ing new, concerns, 

Sources, patterns, and techniques of small-business financing are 
not fixed, but show response—perhaps not to the full degree desir- 
able—to the changing needs of small business. There is evidence of 
the development ‘of new lending techniques by existing lenders as 
well as the creation of new types of financial institutions which pro- 
vide funds and financial services adapted to the needs of would-be 
small-business borrowers. 

Some segments of the capital market are in a position to view 
the small firm as a better risk than does the market as a whole. Par- 
ticular or specialized financial institutions or business firms can 
acquire funds in the market at low rates because of their superior 
credit rating, and lend them to smaller firms at a rate lower than 
the borrowing firm would have to pay if it approached the capital 
market directly, or they may extend credit in forms which are better 
adapted to the needs of the smaller concerns. In effect, these lenders 
(financial institutions and nonfinancial businesses) undertake a form 
of intermediation and arbitrage and thus, to a certain degree, reduce 
imperfections in the capital markets. Small firms which have access 
to them will avail themselves of these sources of financing funds if 
om are cheaper and more suitable to their needs than alternatives 

railable to them. In some cases, they are also indirectly tapping 


Dilbccs which otherwise altogether would not be available to small 
(oncerns. 


* Donald P. Jacobs, Sources and Costs of Funds of Large Sales Finance Companies, 
Consumer Installment Credit, pt. II, vol. 1 (Government Printing Office, 1957), p. 363. 
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3. RISKS AND RETURNS IN SMALL BUSINESS 
FINANCING? 


1. INTRODUCTION AND SUMMARY OF FINDINGS * 


A. Purpose and plan of the report 


Studies of the adequacy of credit supplies and credit institutions 
frequently find the existence of an unsatisfied margin of potential bor- 
rowers. Almost inevitably, however, the authors of such studies must 
grapple with the question of whether these would-be borrowers are, in 
some sense, creditworthy. In determining the impact of a restrictive 
monetary policy upon small business firms the problem of credit- 
worthiness is particularly relevant because appraisals of loan risks 


1By Geoffrey H. Moore, National Bureau of Economic Research; Thomas R. Atkinson, 
Federal Reserve Bank of Atlanta and National Bureau of Economic Research ; and Edward 
J. Kilberg, National Bureau of Economic Research. 

Geoffrey H. Moore was associate director of research, National Bureau of Economic 
Research. The National Bureau is a private nonprofit research agency, established in 
1920, “to ascertain and present to the public important economic facts and their inter- 
yretation in a scientific and impartial manner’ (bylaws). B. S. and M. 8S. degrees: 
tutgers University, 1933 and 1937. Ph. D.: Harvard University, 1947. Instructor at 
Rutgers University, 1936-42: member of research staff of National Bureau since 1942; 
associate professor of economics, New York University, 1947-48 ; visiting lecturer, Columbia 
University, 1953-54. Consultant, Council of Economic Advisers, Washington, D. C.,, 
1953-date. Author: Statistical Indicators of Cyclical Revivals and Recessions (National 
3ureau of Economic Research, 1950); the Quality of Credit in Booms and Depressions, 
Journal of Finance (May 1956); coauthor, Changes in the Quality of Consumer Install- 
ment Credit, Consumer Installment Credit: Conference on Regulation (Board of Governors 
of the Federal Reserve System, 1957). Numerous articles on business cycles and forecast- 
ing. Fellow, American Statistical Association; chairman, business and economics statis- 
tics section, American Statistical Associaton, 1957. Drector, American Statistical Associ- 
ation, 1957-59. 

Thomas R. Atkinson received his A. B. degree from Denison University, Granville, Ohio, 
and his M. A. and Ph. D. degrees in economics from the University of Wisconsin. Before 
entering graduate school in 1947, he was employed as statistician at the Federal Reserve 
Bank of Atlanta. From 1951 to 1952 he was a research associate at the National Bureau 
of Economic Research where he completed a study of investment practices of individuals, 
which was financed by a grant from the Carnegie Corp. and the University of Wisconsin 
and which was published in 1956 for the National Bureau of Economic Research by the 
Princeton University Press. He returned to the Federal Reserve Bank of Atlanta in 1952 
and is presently economic adviser to the president of that institution. Mr. Atkinson is the 
author of numerous articles that appeared in the Monthly Review of the Federal Reserve 
Bank of Atlanta on the subject of financing business in the Sixth Federal Reserve District. 
ae = ee book: The Pattern of Financial Asset Ownership; Wisconsin Indi- 
viduals, 1949. 

Edward J. Kilberg holds the following degrees: A. B. degree, Hofstra College, 1949; 
A. M., Duke University, 1951 and University of Chicago, 1957. Candidate for Ph. D. at 
University of Chicago. He was on the research staff, National Bureau of Economic Re- 
search, 1956 too date; assistant to Dr. Arthur F. Burns. Assistant to research director, 
Mutual Life Insurance Company of New York, 1953-56. Teacher of economics, Alabama 
Polytechnic Institute, 1950-51. Publications and research: Assistant to Dr. Arthur PF. 
Burns in connection with his book, Prosperity Without Inflation, Fordham University 
Press 1958 (work included research on credit obtained by small business during recent 
boom). Loss, Recovery, and Earnings Experience of Commercial Banks (research in prog- 
ress at the National Bureau of Economics Research). Research on Asset Holdings of Com- 
mercial Banks since 1869 (unpublished). The Labor Injunction in the Southeastern States, 
State Court Injunctions, U. 8S. Congress, Senate, S. Doc. 7, 8ist Cong., 2d sess., Washing- 
tion: Government Printing Office, 1951. 

2 This study is preliminary and has rot been subjected to the full critical review accorded 
studies of National Bureau of Economic Research. For this reason it is presented on the 
responsibility of the authors rather than as a report of the National Bureau. Donald P. 
Jacobs, Elizabeth Simpson, and Victor Zarnowitz have contributed to parts of the report. 
Raymond W. Goldsmith and Leo Grebler made useful comments on a first draft, Louis 
De Groot, Estelle Sumberg, and Nadeschda Bohsack rendered valuable statistical assistance. 


The fiinal report, planned to be an official publication of the National Bureau of Economic 
Research, will be available near the end of 1958. 
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of small versus large firms may be quite different and become more so 
during economic expansions when the demand for funds increases 
relative to the supply. This paper reports some preliminary findings 
on what happens to the creditworthiness of small versus large firms 
in an ecohomic expansion. The results are provisional and may be 
altered in the light of facts developed upon further investigation. 

The chief principle whereby credit is allocated to various users is, 
of course, smilar to the process whereby most other resources are dis- 
tributed. Borrowers in each sector of the economy wish to obtain 
additional funds up to the point that no further additions to their ex- 
pected net profits may be obtained by employing resources obtained 
through the loan proceeds. Similarly lenders, broadly speaking, will 
supply additional credit to borrowers up to the point that the lenders’ 
return from each new loan equals the cost of making that loan, includ- 
ing in the latter, the cost of funds, origination and servicing costs, an 
amount to cover the estimated likelihood of loss, and perhaps a pre- 
mium for the bearing of such risks. In practice, of course, other con- 
siderations enter into the granting of individual loans. On the lend- 
ers’ side legal restrictions, supervisory regulations, possible compen- 
sating balances, and competitive and management factors may alter 
the strictly economic considerations entering into the lending process 
briefly sketched here. Similarly, borrowers may be influenced in their 
use of funds by questions of how much control over the firm must be 
given up to obtain funds, long-run competitive advantages to be 
gained even from using resources unprofitably, collateral considera- 
tions obtained from lenders, the risk of an overextended position, ete. 
Such considerations, however, are not central to the question of how 
appraisals of creditworthiness may enter into the allocation of finan- 
cial resources. 

The problem to which this report addresses itself arises in a period 
when the overall demand for loan funds increases relative to the avail- 
able supply. How will the allocation of credit change in such a 
period? It may change because the increase in the basic cost of funds 
affects certain types of lenders or borrowers differently. It may 
change because of differential trends in borrowers’ demands. But it 
may also change because of alterations that occur in the so-called risk 
evaluations of lenders, which alterations may be relatively more favor- 
able to some would-be borrowers than to others. Loans to particular 
borrowers for whom the likelihood of default or less is believed to have 
risen relative to other borrowers will be less profitable or, perhaps, un- 
profitable at the same interest rate. Only at higher interest rates 
might such loans be considered profitable, and such higher rates may 
not be practicable to obtain. Furthermore, in some cases, risks of de- 
fault might be judged so high as to virtually preclude lenders con- 
cerned with the safety of their funds from granting credit to particu- 
lar would-be borrowers. In such an event, credit allocation would be 
determined by factors not measurable in an observed price. If these 
latter cases are important, it may be that some or all of an apparent 
differential impact of general credit restriction on small firms versus 
large firms is actually a consequence of lender adjustment to differen- 
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tial changes in their estimates of the risk attached to loans to certain 
would-be borrowers as economic expansion proceeds. 

It is the task of this report to determine some of the facts that 
might help to measure the influence of the risk factor in determining 
the allocation of loan funds as between small and large business 
firms. In doing so it is recognized, of course, that other factors than 
risk, such as were mentioned above, may be at work in altering the 
allocation of credit between large and small firms. ‘These must be 
allowed for as best we can. But they should not obscure the more 
important questions. As an economic expansion progresses, and the 
demand for funds outruns the supply, what happens to lenders’ 
judgments as to the creditworthiness of borrowers? Are their judg- 
ments on creditworthiness of large borrowers likely to be more fav- 
orable vis-a-vis judgments on small borrowers’ safety as loan risks? 
Do the judgments of lenders concerning large versus small borrowers 
change over thhe business cycle because of basic changes in the 
financial condition of large and small concerns, as reflected in financial 
ratios, commercial credit ratings, etc.? Are these judgments vali- 
dated by actual lender experience? If small firms are more adversely 
affected, either by increases in gross cost or decreases in the supply 
of credit during a period of monetary restriction, are the restrictions 
justified by (1) commonly used ex ante measures or indicators of 
creditworthiness and (2) actual lender experience? The quest for 
answers to these and related questions is the reason for this report. 

The plan of this study is, first, to show briefly to what extent firm 
size bears a relation to loan default and loss rates. The relation 
between size of firm and the ex ante measures are indicators of credit 
quality will then be investigated. The credit-quality indicators 
chosen for review are, first, general credit ratings provided by com- 
mercial agencies, and second, certain commonly used financial ratios. 
Next, an attempt will be made to determine whether these measures of 
creditworthiness are, in fact, generally valid in terms of the ulti- 
mate default or loss experience realized. 

The next step is to find out how these measures or indicators of 
creditworthiness change over the business cycle. Attention will be 
paid to both the behavior of measures of credit quality of different 
sizes of firms and the ultimate experience of lenders. 

Then the extent to which size of firm and credit standing are im- 
portant in determining whether borrowers actually obtain credit 
will be looked into. Finally, the study seeks to determine whether 
any observed difference in the availability of credit to small business 
relative to large business is explainable in terms of loan costs, risks, 
and returns associated with loans to small as compared with large 
business borrowers. 

Before turning to the substantive part of this report it may be well 
to comment on the general nature of the data employed and the 
rationale behind the use of the various materials. This report seeks 
to discover and to demonstrate general tendencies regarding credit 
risks in different size firms. Direct data on bank loans to small busi- 
ness which reveal elements of credit quality do not exist at present. 
For this reason, data have been utilized regardless of whether or not 
they pertain specifically to those lending institutions most heavily 
engaged in lending to small business. It is believed that the broad 
conclusions derived from the experience of particular lenders, 
whether or not they specialize in supplying the credit needs of firms 
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in the small-business field, are applicable in some degree to all lenders 
who face the problem of supplying the funds to various sizes of firms. 
Thus, for instance, evidence 1s cited on Government lending to various 
sizes of firms, even though in the recent past loans from public agen- 
cies have hardly been an important source of funds to firms of any 
size category. Nor has there been any hesitation in citing experience 
in the corporate-bond field, even though bond financing has in recent 
years been largely confined to firms ranking fairly high on the firm 
size scale. 

In both of these cases it is felt that the evidence cited indicates 
quite clearly broad principles of loan experience and lending prac- 
tices that may well be true, although, perhaps, with some variation 
in intensity, throughout the whole range of institutions supplying 
funds to American business concerns. In all candor, however, it 
must be admitted that much of the evidence produced may be regarded 
as being only partially relevant to the type of institutions supplying a 
substantial portion of the loan funds used by small-business firms. 
Accordingly, the ultimate judgment on the applicability of the evi- 
dence to the central problem of the paper must rest with the reader’s 
judgment as to whether agreement of data from different sources is 
sufficient to establish a general tendency. Needless to say, this prob- 
lem is not confined to economic matters, but affects medicine, law, 
engineering, and many other disciplines. 

Having drawn data from a great many sources and having as its 
object only a search for general tendencies, this study has purposely 
avoided any fixed definition of small business in terms of size cate- 
gories. Insteed, our data distributions seek to show a range of ex- 
perience, using the class intervals chosen by the research worker 
originally handling the data in accordance with his own view of 
what w ould produce the most fruitful results. Thus, while the 
smallest size group of firms analyzed in certain data drawn from the 
bank lending field is for firms of under $250,000 total assets, we have 
also cited data drawn from the records of a Government lending 
agency in which the smallest size class of firms has under $5,000 in 
total assets. Perhaps the greatest disparity between the limits of the 
lowest class interval and common ideas of what constitutes small 
business is found in the data on corporate bonds, where the smallest 
size group analyzed in one table consists of firms of under $5 million 
total assets. 

Comparisons of firm size data shown in absolute class intervals are 
particularly difficult when they are made over long time spans, as is 
occasionally done. Size classifications also have been based, in some 
cases, on net worth rather than on total assets, depending on the 
available information, a practice believed to be justified by the strong 
correlation between net worth and assets of business firms in the ag- 
gregate. Still another difficulty is that, in some of the data, firms are 
classified within a given size group regardless of the industry in which 
they operate, with the result that the industry mix of the smaller size 
groups may be quite different from that of the larger size groups. 
However, such tests as have been made do not indicate that this vitiates 
the conclusions, though it is a matter to which further attention 
should be devoted. 

Despite these variations in the definition of what constitutes small 
business in the materials used, and despite the fragmentary and spe- 
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cialized character of the data, the authors believe that the data pre- 
sented are reasonably consistent and furnish evidence of general 
tendencies that are applicable throughout a wide range of firm sizes 
and to many types of lending institutions. 

B. Summary of findings 

This study, as has been indicated, seeks to determine if differences 
in the risk of lending and the rates of return on loans to firms of dif- 
ferent size are a significant factor affecting any possible differential 
availability of credit to small-business firms relative to large firms. 
The study also inquires whether apraisals of the creditwor thiness of 
small-business firms as well as certain measures of their underlying 
financial condition deteriorate more than do those of large-business 
firms as business activity increases and as the demand for credit out- 
runs the supply. These questions have considerable relevance to the 
general problem motivating the small business financing study because 
if, in general, small firms are less desirable credit risks and their credit- 
worthiness deteriorates relative to that of large firms in the expansion 
phase of the business cycle, one of the consequences might be a ten- 
dency for lenders to ration scarce credit resources more restrictively 
to small business than to large business in such periods. 

Subject to the limitations of the data which were discussed in a 
sane way above, it is possible to reach a number of tentative con- 
clusions about the role of credit risk in determining the cost and avail- 
ability of credit to small- versus large-business firms. Such conclu- 
sions, as emphasized above, are statements of tendency only and are 
not necessarily applicable to any particular size of firm which might 
be defined as small business. The conclusions follow: 

(1) Small-size firms as a group typically experience a greater inci- 
dence of financial difficulty than do large firms. This is evidenced by 
loan experience and business-firm discontinuances. A similar ten- 
dency is shown by analysis of default rates on bonds. It does not 
mean that some firms of fairly small size do not have excellent finan- 
cial experience nor that large firms never fail or default on their loans. 
Instead, it means that a greater proportion of small firms encounter 
financial difficulty than of | large firms. 

(2) Agencies engaged in rating business firms in terms of a com- 
posite credit appraisal and those engaged in rating marketable debt 
obligations generally recognize in their ratings the somewhat larger 
hazards of small business relative to lar ge business enter prise. Larger 
proportions of the small firms bear credit ratings of less than the 
highest classification and more of the large firms bear ratings in the 
topmost class. Similarly, the marketable debt obligations of large 
corporations typically bear higher agency rating gr rades than those 
of the smaller concerns. 

(3) Measures of credit standing such as commonly used financial 

ratios (current ratio, working capital to assets, net worth to debt, and 
profits to net worth) typically show a less satisfactory financial con- 
dition for small-business firms as a group compared with large-business 
firms. Again, this does not mean that some small firms do not have 
excellent financial ratios nor that no large firm ranks poorly in regard 
to one or more of the ratios analyzed. 

(4) Both the credit ratings and the individual financial ratios 
analyzed in this paper are found to be useful in indicating the likeli- 
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hood of subsequent financial difficulty and losses to lenders. However, 
within any given credit rating classification the evidence of a rela- 
tionship between firm size and loss experience is less pronounced than 
for all firms in the sample without regard to credit rating. This sug- 
gests that methods of determining credit worthiness commonly used 
by lenders have a considerable basis in experience and therefore that 
Saeatian of loan funds may be accomplished rationally without dis- 
crimination on the basis of the size of the borrowing firm, except inso- 
far as size has a direct bearing on risk or cost factors. 

(5) The evidence as to the predictability of the incidence of credit 
losses (not in terms of individual firms but in terms of broad groups 
of firms), together with the evidence that loss experience as a whole 
has been greater for small-size firms, suggests that lenders deliber- 
ately adopt somewhat lower credit standards in lending to small firms 
than would be required to obtain as few losses relatively as they obtain 
on loans to large firms. 

(6) There 1s evidence that the financial ratios of small firms dete- 
riorated somewhat more than those of the very largest firms during 
the recent expansion in business activity. This would suggest that 
lenders choosing to keep the same distribution of borrowers by size 
in their loan portfolio could expect their losses on small-firm loans to 
rise relatively more than their losses on loans to large-business firms 
made during the expansion phase of the business cycle. Such a dif- 
ferential increase in small-loan losses with consequent effect on total 
losses might be at least partially avoided by more careful selection 
of risks in small-firm loans. The extent to which lending institutions 
actually tended to eliminate marginal risks among their small-firm 
customers might therefore have altered the allocation of credit to 
small versus large firms. There is evidence that in those industries 
in which small firms obtained less bank credit while large firms ob- 
tained more credit from 1955 to 1956, the financial ratios of the small 
firms were not only generally poorer than those of the large firms 
but also were poorer than those of the small firms in other industries. 
There is also evidence that from 1955 to 1956 small-size firms obtained 
increases in bank credit as frequently as larger size firms only when 
they had high financial ratios. 

(7) Analysis of a regional sample of 138 banks that appear to be 
reasonably representative of all member banks other than extremely 
large banks shows that losses for banks lending extensively to small 
business in 1955 were on the average larger than for other banks, 
after taking into account size of bank and variations in lending to 
other borrowers. Banks in a category defined as those whose loans 
to small business constitute more than 25 percent of all their loans 
experienced losses on the average some 10 to 11 cents more (per $100 

F loans outstanding) than banks in another category whose small 
business loans were only 121% percent to 25 percent of their loan 
volume, and 13 to 15 cents more than banks that extended less than 
121% percent of their loans to small business. On the other hand the 
banks lending more to small business obtained higher gross interest 
earnings on loans, and by an amount which was more than sufficient 
to offset differences in losses experienced in 1955. 

(8) Higher loss rates on loans to small business relative to large 
business do not appear to account entirely for differences in rates of 
interest earned on loans to different size businesses according to data 
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derived from the above sample of banks. Thus, net returns before 
expenses (interest less losses) are typically higher for small business 
loans than for large business loans. This finding is consistent with 
results from the corporate bond field which suggest that differences in 
loss rates do not fully account for higher yields on bonds issued by 
smaller firms. However, in the case of interest earnings on bank 
loans, higher costs per dollar of loan due to smaller average size of 
loan may account for much if not all of the observed higher interest 

earnings of banks which lend extensively to small business, although 


further research will be needed to provide a firm basis for this 
observation. 


2. CREDIT LOSSES ON SMALL-BUSINESS LOANS 


Are losses on loans to small firms higher per dollar of loan than 
on loans to large firms? In view of the importance of this question 
it is rather prang that we could discover only one body of pub- 
lished data that bears directly on this matter—and this relates to 
loans by a Government agency. However, collateral evidence is avail- 
able that substantiates findings based on the Government lending 
data. 

Direct evidence on experience of the Reconstruction Finance Cor- 
poration with loans to small and large firms exists in the tabulations 
of a sample of the direct (as distinguished from participating) loans 
to business firms made by that agency from June 1934 through June 
1951.8 The sample, numbering 2,851 loans out of about 17,000 loan 
authorizations made during the period, is unusually valuable because 
of the large number of loans involved and extensive financial rec- 
ords maintained. 

First, it is necessary to indicate some of the character and some 
of the limitations of the data. Loans to business firms by Federal 
agencies have as a general rule been confined to firms unable to obtain 
credit from the usual sources on reasonable terms. In practice this 
has meant firms which were judged to be submarginal credit risks or 
which did not have local banking connections. On the other hand, 
the RFC insisted on adequate collateral security and by statute was 
limited to loans “so secured or of such sound value as reasonably 

adequate to assure repayments.” The most common reasons that 
RF¢ ’ loans were not bankable were that they were for somewhat 
longer terms than most commercial bank loans, the bank’s legal limit 
would have been exceeded by such a loan, the bank lacked experience 
with the requested type of loan, or the loan was for a new enterprise. 
There is some evidence that the agency regarded its function as that 
of making higher risk loans than the commercial banking system de- 
sired or was able to make.* 


This is part of the study entitled “Federal Lending and Loan Insurance,” by R. J. 
Saulnier, Harold G. Halerow, and Neil Hf. Jacoby (published for the National Bureau of 
Economic Research by Princeton University Dress, 1958) (cited hereafter by title). For 
description of the sampling technique see the volume cited, pp. 432-433. 

«Ibid., pp. 252-255. 
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TABLE 1.—Default rates and realized loss rates on RFC direct business loans, by 
size of firm 


[Ratios, in percent] 


| Ratio of loans in de- | Ratio of realized net 


Number | fault toall outstand- | loss to amount dis- 
| ofout- | ing loans, Dec. 31,| bursed, 1934-51 
Assets of borrowing firm (thousands of! standing | 1951 
dollars) ! [> Bie, |b bake oe) oe heck fe sols eh ieee ers 
Dec. 31, 
1951 2 Onall | Onextin- 
| Number Amount | loans’ guished 
| | loans 3 
gi ctr iliniicnioni lait ‘ a stems il eg nla tiga iat eee 
Less than 5. .| 20 | 11.1 3.6 | 6.2 7.7 
5 to 24.---- ean anct 872 | 12.0 8.7 | 4.6 6.5 
25 to 49 ‘ : ‘ | 1, 032 | 17.4 22.0 | mia tf 3.5 
50 to 99_- ; ee 1,009 | 11.1 | 14.0 1.1 2.1 
100 to 249......--- a cca 986 12.3 11.0 2.9 | 5.7 
25) to 499. - = 484 | 20.7 19.1 | 1.2 | 2.4 
500 to 999 Ba ssaie Sih eee ee ees 222 | 11.6 19.2 9 | 1.4 
1,900 to 4,999. : en 165 | 18.7 11.6 
5,000 to 49,999... : sae 23 | 4.5 2.8 oF 1.2 
50,000 and over... aia athses naan 6 0 | 0 
All loans... pa ae : 45,700 | 413.2 49.6 61.3 | $2.1 








1 At time of loan application. 
2 Total number of active loans, Dec. 31, 1951. 
3 Based upon expanded amounts and numbers of loans from a sample of 2,851 out of 17,000 net RFC auth- 


ori7zations, 1934-51, covering all loans of $500,000 or more, roughly 50 percent of loans between $100,000 and 
$500,000, and 19 percent of loans of $190,000 or less . 

4 Includes 701 f vans on which information on assets of borrowing firm at time of loan application was not 
available, on which the default rates were 8.1 percent (by number) and 8.4 percent (by amount). 

§ Includes loans on which informati.n on assets of borrowing firm at time of loan application was not 
availuble, on which the loss rates were 1.9 percent (on all loans) and 2.3 percent (on extinguished loans). 


Sonree: R. J. Saulnier, Harold G. Halcrow, Neil H. Jacoby, Federal Lending and Loan Insurance (pub- 


lished for the National Bureau of Economic Research by Princeton University Press, 1958), tables B-11, 
B-14, B-35, and pp. 432-433. (Cited hereafter by title.) 


Table 1 shows default and loss rates by size of firm on the RFC 
direct business loans.’ Default rates are quite low for the very large 
firms (assets of $5 million and over), and are higher for the eight asset 
size classes below $5 million, though each smaller size classification is 
not consistently higher than the preceding group. The loss rates show 
more consistent progression from low loss rates on loans to large-size 
firms to high loss rates on loans to small-size firms. Figured on the 
basis of loans that had been extinguished at the time of the survey, 
realized net losses per dollar of loan were more than 3 times as large 
on loans to firms with assets less than $25,000 than on all RFC loans 
as a group. 

Somewhat less direct evidence on loss experience with small- 
business loans is provided by a special analysis of commercial bank 
experience made for this investigation. The procedure and results 
are described fully in section 7, but a few of the figures may be cited 
here. The banks included in the study (138 banks) were classified 
according to the import: ince of small-business loans (to concerns with 
assets under $250,000) in their total loan portfolio on the survey date, 
October 5, 1955, and by their losses per dollar of loan (all business and 


_ 5Measures of financial difficulty included in this paper are (1) default on principal or 
interest whether or not they eventuate in losses; and (2) actual losses on principal. 
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other loans) during 1955. Allowances were made for other factors 
associated with loss rates, such as size of bank, proportion of loans to 
farmers, to consumers, etc. The results showed that within deposit 
size groups of banks and taking into account bank lending other than 
to small business, the banks that loaned heavily to small business 
experienced definitely higher loss rates than the other banks. For 
example, the average loss rates for banks in which size of bank was 
taken into account were: 


| Average loss 











rate on all 

Loans to small businesses as a percentage of total loans | Number of loans, 1955, 

banks (cents per 
| $100 of loans 
| outstanding) 
0 to 12.49____ : on¥ 22 9.4 
12.50 to 24.99... : 60 12.6 
25 and over. 38 | 22. 5 
All classified banks 120 | 15.5 


Similar results were obtained taking loan portfolio composition into 
account. ‘Tables 17-19 in section 7 contain the detailed data and basis 
of bank classification. These differences in loss rates were compen- 
sated for by higher interest earning rates of banks which lend more to 
small business. This is discussed in some detail in section 7, below. 

The most comprehensive study ever made of default experiences on 
corporate bonds produced results similar to those just reviewed, al- 
though of course the issuing of bonds is confined to companies of large 
or moderately large size. The study by W. Braddock Hickman for 
the National Bureau of Economic Research of corporate bond ex- 
perience from 1900 through 1948 includes all large bond issues offered 
during the period (offerings of over $5 million to an individual issue ) 
and a 10 percent sample of individual offerings below that amount. 
He finds that for the entire period 1900-19438 the default rates varied 
inversely with the size of the issuing firm, as follows: 

Default rate? 


Assets of obligor (millions of dollars) : (percent) 
NT as hi Sa} ete ein doe shia hbase 23. 6 
Be Cbd gic cated ied ss eee) abtedn terns egnainnins tte cgscds 18.8 
RN a a ee ang gl ee 17.0 
pO ON Se co oe nei ieen Sees eae eee eR 
ST OOMSGNAS. csi Sees 36 de. SR eee 17.8 


1 Proportions of the par amount of bond offerings in the different obligor size classes at 
offering that went into default at any time between offering and extinguishment. 


Source: W. Braddock Hickman, Corporate Bonds: Quarterly and Investment Perform- 
ance. Occasional Paper 59 (National Bureau of Economic Research, 1957), table 1. 


These results cover industrial, railroad, and public-utility bonds. 
Because the rails and utilities are specially dominated by large firms 
we confine the rest of our summary of the corporate bond findings to 
industrial bonds. Table 2 shows the proportion of bonds of industrial 
corporations that went into default, first, for all offerings made during 
the entire period 1900-1943, and second, for outstanding bonds at 
the beginning of 4-year periods. 
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Elimination of utility and railroad bonds makes it possible to show 
much more clearly the relationship between size and financial diffi- 
culty as indicated by bond defaults. The default rate on offerings of 
firms with under $5 million in assets was more than 4 times as great as 
that on bonds of firms having assets of $100 million and over. More- 
over, as business conditions worsened in the early 1930’s the default 
rate of bonds of firms with over $100 million total assets remained 
low while the rate on issues of the smaller-size firms rose very sub- 
stantially. For the periods before 1920 the relative experience of 
large and small firms is decidedly less clear. This matter is discussed 
further in section 7. 

A special study by Elizabeth T. Simpson of the National Burean 
of Economic Research, covering all bonds issued by smaller industrial 
firms (using a relative size classification rather than fixed dollar size 
classes in order to take into account the changes in average firm size 
over the 44-year period) confirms the observation that bond offerings 
of larger firms have had a lower incidence of default than those of 
smaller firms that issue bonds. The average default rate, based on 
dollar amounts, for the smaller industrial firms (assets less than $5 
million in 1940 and of comparable size in earlier years) was 40 percent ; 
the average for all the larger firms was 19 percent. 


TABLE 2.—Default rates on bonds of industrial corporations, by asset size 


[Percent} 


Assets of obligor (millions of dollars)! 








Period past 5 Se bib ON Bie ee 
! 

All sizes | Under 5 5 to 99 100 and over 

A. Proportion of offerings, 1900-1943, that went into 

default before 1944 
19.6 | 38. 0 | 25.3 &.8 
B. Proportion of outstanding bonds in good standing at 
beginning of 4-year periods that went into default dur- 
ing the period 

oa | Tie. 

1900-1903 jhe danke 6.2 0 | 0 | 0 
1904-7_ ‘ : 14.7 | 10. 2 22.0 

1908-11 6.3 o | 11.0 0 
1912-15 10.6 | 0 7.3 | 6.0 

1916-19 2.1 | 1.7 2.8 | 0 

1920-23 2.8 9.2 | 6.9 0 
1924-27 8.1 | 38.0 10.8 | 5.4 
1928-31 8.0 | 24.2 12.8 | yy, 
1932-35 oan 23.6 63.5 33. 5 4.2 
1936-39 5.5 | 14.6 6.4 | 1.6 

1940-43 2.9 13.6 7.7 | 0 


1 At date of offering for see. A, and at beginning of indicated period for sec. B. 


Source: W. Braddock Hickman, Corporate Bond Quality and Investor Experience (published for the 
National Bureau of Economic Research by Princeton University Press, 1958, in press), tables 106 and 108 
and underlying tabulations. 
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Some collateral evidence is available from the number of firms dis- 
continuing operations during 1949 and 1950, derived from Department 
of Commerce figures on changes in the population. Caleulated rates 


of discontinuance are as follows: 


Annual discon- 
tinuance rate 1 


Number of employees : (percent) 
OD RES ic cspb ccincisses do ssbapcnoneatiogianth Biabibe ei alas th ch ha hiagapida saaiiaepiala aan aly leper dag 8.6 
a ee a 
ne a 4.1 
ayrere wean f bs bbe a TE eet alee pee ica ia aahetatenn ied 3 
a Ware nn 8 ed bee Ss Soe Si ae eS 7.5 


1QOne-half of number of firms discontinuing operations 1949-50 as a percentage of the 
number in operation on Jan. 1, 1949. 


Source: National Bureau of Economic Research tabulations based on Department of 
Commerce data. 


The data on discontinuances include unincorporated businesses as 
well as corporations and are heavily weighted by retail trade and serv- 
ice firms. Only about half of the discontinuances are for reasons of 
failures; voluntary discontinuances, mergers, etc., account for the re- 
mainder. Nevertheless the results p: arallel the evidence of the previous 
materials on default and loss ratios based largely on lending and bond 
flotation. 

To return to our question, are losses on loans to small firms higher 
per dollar of loan than on Joans to large firms? ‘The available evidence 
bearing directly upon credit losses, as has been seen, is fragmentary. 
The Reconstruction Finance Corporation data concerned loans to 
business firms that could not obtain credit from private institutions. 
‘The corporate bond data were confined to firms offering securities in the 
market and therefore not facing credit problems in the sense most 
commonly understood. Available evidence in the commercial bank 
field is confined to groups of banks distinguished by the importance of 
small business loans in their portfolios and does not directly indicate 
losses on particular loans. Nevertheless, all of these scattered bits of 
evidence indicate that loans to small business firms on the average en- 
counter greater losses per dollar of loan than is the case with loans to 
large firms. 

The foregoing statement must be interpreted with some care lest 
it be misunderstood. To the extent that lenders may calculate with 
reasonable accuracy expected losses on loans of various types, their 
chances of making suitable allowance for losses on loans to small firms 
are better because of the large number of such loans. In the case of 
loans to large borrowers a single loss may be catastrophic. A risk re 

can be calculated within a small mar gin of error may be less of : 
deterrent to lending than a risk that is very uncertain. Thus, des 
diversification principle and the “law of large numbers,” by making 
the risks of small business lending more precisely calculable, may 
well operate to offset in part the fact that losses on loans to small 
business tend to be higher than on loans to large firms. Furthermore, 
the conclusion reached in the previous paragraph does not mean that 
individual lenders may not be able, by proper credit selection, to control 
their losses on loans to the small business category quite satisfactorily. 
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3. SIZE OF FIRM AND CREDIT RATING 


Private credit rating services provide their subscribers with evalua- 
tions of the creditworthiness of business concerns. As a first step 
towards determining the relation between size of firms and ex ante 
measures of credit quality, therefore, it may be useful to determine 
how such a credit rating service at any one time rates concerns of vary- 
ing size. How, for instance e, do the credit ratings of concerns of 
$20,000 to $50,000 net worth, for instance, compare with the credit 
ratings of concerns of $50,000 to $100,000 net worth or with those of 
still larger size? 

One credit agency currently publishes credit classifications for a 
large number of business concerns indicating for each listed firm its 
estimated net worth and its credit appraisal. For convenience we 
number these credit grades from I (highest) through IV (lowest). 
A random sample of “the rated concerns, therefore, provides at any 
one time a tentative picture of the relative credit position of concerns 
in various size groups.” 

Factors entering the credit appraisal process include proper legal 
organization and ownership identification, age of the concern, history 
and experience of management, financial condition and trend, and 
payment record. On the basis of these factors and within the limita- 
tions imposed by the available information an overall credit classifica- 
tion is assigned and maintained on a current basis. How important 
the assigned credit rating is in determining whether or not credit is 
granted is not known. Quite obviously the rating is supplemented 
by other information obtained by the lender. The ratings are designed 
primarily for the use of mercantile concerns that grant trade credit 
rather than for banks or other lenders. In many cases the extender 
of credit will wish to make his own analysis independently of the judg- 
ments of others. We would expect, however, that a considerable 
degree of similarity of judgment would exist between the credit 
agency and others who undertake their own credit analysis, where the 
information available is similar. 

Random samples of the rated concerns were taken for two recent 
periods, September 1957 and January 1958. Results of the two sam- 
ples were combined to increase the reliability of the estimates. The 
combined estimate is shown in chart 1. This chart indicates that the 
proportion of small-size concerns in the highest rating group is notice- 
ably lower than the proportion of large-size concerns in that group. 
Over half of the concerns in the three smallest net-worth groups were 
rated as grade II, with only a minority in grade I, while about two- 
thirds of the concerns in the largest net- worth group ($125,000 and 
over) were listed as grade I. As one goes up the size scale, the pro- 
portion of concerns with highest rating steadily increases, while the 


* Currently about one-fifth of the concerns listed bear neither credit ratings nor estimated 
financial size indications because of lack of information or other special circumstances. 
For the remainder, size and credit classification is indicated. About 5 percent of the 
concerns presently listed are rated by a designation that does not fit the above groupings, 
apparently because of inability to obtain certain information. These concerns have been 
omitted from our tabulations designed to show credit ratings by size classes and from 
chart 1 
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proportions rated in the lower grades diminishes. Such a compari- 
son, of course, presumes that a grade I rating for smaller concerns is 
comparable in some sense with a grade I rating for larger concerns. 
Within broad limits this apepars to be true when the measure of com- 
parability is credit risk or loss experience, as we shall see in section 5, 
though it would be desirable to develop further evidence on this point. 


Chort | 25 


RELATION OF CREDIT RATING AND SIZE OF FIRM — NET WORTH 


DISTRIBUTION WITHIN SIZE GROUP 


Per cent of number 


100 


LESS THAN $2,000 





. 100 
$2,000 - $20,000 





f 100 
$125,000 AND OVER 





100 
ALL SIZES 





I - Highest 0 mi IV - Lowest 
CREDIT RATING 


Source: National Bureau of Economic Research sample of credit ratings of firms listed 
by _a national credit-rating agency. Combined samples for September 1957 and January 
1958. Unrated firms and those bearing ratings based solely on estimated net worth have 
been eliminated from these calculations. Totals for each size group add to 100 percent. 





od 
ry 
ve 


FINANCING SMALL BUSINESS 53 


While the foregoing evidence applies to the total universe of busi- 
ness concerns, whether or not they were actually borrowers in the 
periods sampled, it is entirely possible that such a sample is weighted 
unduly by concerns that are semi-inactive or which, for other reasons, 
might properly be excluded from the universe of small businesses 
which are actual or potential users of loan funds. For this reason, 
it is well to check the results obtained against tabulations showing 
credit ratings of actual borrowers by size of firm. Unfortun: itely, 
the only such tabulation known to us consists of a sample of all the 
direct busin iess loans disbursed by the Reconstruction Finance Cor- 
poration in the period from 1934 through 1951, and it is obvious that 
these data are hot representative of borrowers from all lending insti- 
tutions during this period. Nevertheless, the data are worth examin- 
ing. Table 3 shows the number and dollar amount of direct (as con- 


trasted with participating) loans made by the RFC by asset size of 
Masons and credit rating. 


TABLE 3.—Distribution of RFC direct business loans disbursed, 1934-51, by size 
of borrower and credit rating 
[Percentage distribution within asset classes of borrowers] 
Credit rating 


Stet etiiclend ; ‘ __.| All loans, 
Assets of borrower (in thousands | | | | number or 


of dollars | LEV amount (in 
I (high- II Ill (low- All All thousands 
| est | est) | other!| loans of dollars) 


ao 


A. Number of loans 


Less than 5 | 0.6 | 


} 51.0 21.3 | 3.9 23.2 | 100 | 1, 156 

5 to 24 tt 41.2 26.3 5, 2 26. 6 100 | 3, 006 
25 to 49 2.3 42.6 26.9 4.0 24,2 100 2, 278 
50 to 99 J 3.3 42.4 22.0 2.5 29.7 100 | 2, 081 
100 to 249 } 6.2 40. 4 21.8 4.3 27.4 100 2, 092 
250 to 499 | 8.0 38.1} 23.9 1.9 28.1 100 1, 189 
500 to 749 ' 7.6 43.5 18. 6 5.9 24.4 100 494 
750 to 999 6.3 38.3 14.6 4.9 35.9 100 | 239 
1,000 to 4,999. _- 9.8 40.4 21.2 | 1.4 27.2 100 523 
5,000 to 49,999 7.4 51.8 14.2 6.2 20.5 100 138 
50,000 and over 38.5 53.8 (2) (2) 7.7 100 13 
lotal 3%. 3.2 41.3 23.0 3. 7 28. 7 100 16, 043 

B. Amount of loans 
Less than 5 0.9 51.5 24.6 3.2 19.8 100 | 3, 245 
5 to 24 1.4 45.5 23. 6 4.3 25. 1 100 17, 158 
25 to 49 2.3 42.7 27.0 2.0 25.9 100 26, 826 
50 to 99 3.2 45.1 21.9 2.0 27.8 100 | 48, 789 
100 to 249 : 7.1 42.7 19.1 4.0 27.1 100 102, 656 
250 to 499 7.3 38.0 25.0 3.6 26.1 100 83, 826 
500 to 749 5.5 42.3 26.1 | 6.5 19.7 100 | 65, 891 
750 to 999 9.2 18.1 16.9 4.2 21.6 100 46, 201 
1,000 to 4,999. . | 13. 1 44.7 19.1 | 1.2 21.9 | 100 228, 595 
5,000 to 49,999. 10.5 58.3 9.6 2.8 18.7 100 | 214, 779 
50,000 and over 24.6 74.3 (2) L1 100 136, 462 
Total 3_ : 9.7 55. 4 14.0 2.2 18.8 100 | 1, 159, 640 
All loans: | 
Number. 519 6, 663 3, 685 600 4, 606 | 16, 043 
(Firms included with asset size 

unknown (24); (1,059) (581) (86)| (1, 084 (2, 834) 

Amount (in thousands of dollars) . _|112, 540 |642, 151 |161, “964 25, 454 |217, 531 1, 159, 640 


1 Loans to firms with no rating or for which credit reports were entirely lacking 
ud others), and a very few loans rated in between the 4 rating grades. 

? No loans in this class. 

§ Includes 2,834 loans, amounting 
available 


(firms just organizing 
to $185,211,000, for which information on asset size of borrower was not 


Sources: National Bureau of Economie Researeh survey of RFC direct business loans, exclusive of par- 
ticipations and national-defense loans; for number and amount of loans, see Federal Lending and Loan 
Insurance, table B-1. 
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The table (sec. A) shows that the percentage of the number of loans 
to borrowing firms in the highest credit-rating grade (1) was neg- 
ligible in the lowest size class, ‘but increased fairly § steadily with larger 
sizes of firms up to the largest class ($50 million and over in total 
assets). On the other hand, the proportion of borrowing concerns in 
the next to the lowest credit- quality class (IIT) diminished fairly 
steadily from the small size firms on up to the largest size firms. The 
proportion of firms in the lowest class (IV) was small throughout. 
These conclusions are supported by the tabulations in table 3, based on 
dollar amount of loans (sec. B). 

Comparison of the ratings of firms receiving RFC loans with the 
previously cited sample tabulations of the recent credit ratings of the 
universe of business firms, althou gh the periods covered by the data 
are different and the criteria of size is total assets in the former and 
net worth in the latter, suggests that a lower degree of creditworthi- 
ness of small] firms characterizes borrowing firms as well as the uni- 
verse of business firms. It also suggests that the range of potential 
borrowing firms, for practical purposes, must be much narrower for 
lending institutions than the range consisting of the entire universe of 
business firms. At times the very best firms may need little credit and 
the poorest firms may not be sulliciently creditworthy. On the other 
hand, the fact that the RFC regarded its operation as one of supplying 
credit to concerns in the submarginal risk category, but which would, 
nevertheless, have reasonable chance for repayment of their loans, may 
partly account for the fact that the firms to which credit was extended 
included few of either the very highest or the very lowest rated firms. 

Turning now to the corporate-bond area, as shown in table 4, it 
appears that a greater dollar volume of issues of smaller firms tends 
to warrant ratings in the lowest five grades (V-IX), while issues of 
larger firms tend to be more frequently assigned ratings in the highest 
credit- rating grades (I-IV). Table 4 shows only t: abul: ations of bond 
issues for industrial corporations in which, unlike railroads and utili- 
ties, offerings are quite often unsecured (debentures) and, when 
secured, are frequently senior rather than Moe liens, that is, not pre- 
ceded by other issues. Apparently, the market requires that more 
of the dollar volume of corporate-bond issues of small firms be senior 
liens and a smaller percentage be unsecured than in the case of larger 
firms, as may be seen from the last two columns of the table. Even so, 
the better legal position against earnings and the more tangible secu- 
rity required of small firms issuing bonds as compared with large firms 
does not, in the eyes of those who rate corporate bonds, offset other 
considerations that prompt them to give the offerings of small cor- 
porations less favorable credit ratings than the offerings of larger 
firms. 

Three sources of evidence (from a sample of all business firms, firms 
which borrowed from the RFC, and industrial corporations which 
issued bonds) thus suggest that agencies appraising the creditworthi- 
ness of business concerns find that small concerns are somewhat more 
liable to encounter financial difficulties than their larger counterparts. 
It seems likely, therefore, that the conclusion of the previous section 
that small firms actually experience financial difficulty more frequently 
than large firms is recognized by professional credit appraisers. The 
next section will explore the question whether these evaluations are 
consistent with tangible differences in financial ratios. 
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TABLE 4.—Industrial bonds outstanding in 1944 by agency ratings and lien 
position and by asset size of obligor 


a 









































| Amount of bond issues (millions of dollars) 
|  S 
Number Agency rating ! Lien position 
Assets of obligor (millions of | of bond ae bs ue 
dollars) issues | | 
Total Deben- 
I-IV V-IX |Not rated| Senior tures 
(highest) | (lowest) liens (unse- 
| | cured) 
ee ree 
ints cotta eS 19 5.5 0.0 | 0.0 | 5.5 5.5 0.0 
0.5 to 0.9. .- cla 10 1.1 0.0 | 0.0 1.1 3 0.0 
1.0 to 1.9...-- badaeee 19 16.8 0.0 14.6 2.2 16.8 0.0 
SRO ED: 5 cc nashens ow 67 20.2 4.5 7.8 7.9 9.0 10.1 
5.0 to 99.9 _..--. 247 816.7 312. 4 241.8 262.5 291.7 488. 7 
100.0 to 199.9. ......-- 33 474.7 321.7 0.0 153.0 183.9 283. 9 
200.0 and over | 59 1, 531.5 1, 253. 4 10.5 267.6 | 381.2 1, 058. 3 
All obligors ? | 592 2, 939. 8 | 1, 892. 0 285. 1 762.7 | 947.8 | 1, 841.0 
| | | 
Percentage distribution within asset classes 
Under 0.5 100. 0 0.0 0.0 100.0 | 100. 0 0.0 
0.5 to 0.9 il 100.0 0.0 0.0 100. 0 100. 0 0.0 
1.0 to 1.9 a 100.0 0.0 86.9 13.1 100. 0 0.0 
2.0 to 4.9 | 100. 0 22.3 38.6 39.1 44.6 50.0 
5.0 to 99.9 | a 100. 0 38.3 29. 6 32.1 35. 7 | 59.8 
100.0 to 199.9 | 100.0 67.8 0.0 32.2 38.7 | 59.8 
200.0 and over 100.0 | 81.8 0.7 17.5 | 24.9 | 69. 1 
All obligors *. en LE ORS | 64.4 | 9.7 2.9} 322] 62.6 








1 Agency rating denotes com posite of the letter ratings (Aaa, etc.) of the 3 bond rating agencies, Fitch, 
Moody’s, ani Stan lard & Poor's. 
2 Total includes 138 issues on which asset size of obligor was not determinable. 


Source: Underlying tabulations of the corporate bond research project, National Bureau of Economic 
Research. 


t. SIZE OF FIRM AND FINANCIAL RATIOS 


The preceding section indicated that in the classifications made by 
credit rating agencies smaller concerns take a lower position, on the 
average, than large firms, indicating greater credit risk. Since the 
process whereby the agencies arrive at their evaluations is based in 
part on analysis of financial ratios it is perhaps useful to determine 
if these evaluations of small versus large firms are supported by dif- 
ferences in the underlying financial condition of different firms. In 
this section, we can go part of the way toward confirming the finding 
of the previous section by determining whether commonly used finan- 
cial ratios reflect a relatively more ‘Tisky credit standing of small 
firms vis-a-vis large firms. 

We have selected for analysis four types of financial ratios. First, 
the “current ratio,” or ratio of current assets to current liabilities, 
provides an indication of the degree to which short-term indebted- 
ness is covered by presumably easily realized assets. Second, the 

ratio of working capital to total assets is a measure of the liquidity 
of the enterprise relative to its aggregate size. Third, the ratio of 
net worth to debt suggests the relative importance of owner-provided 
funds and borrowed funds. These three ratios were found by Charles 
Merwin in a study of the midthirties to be useful to some degree in 
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portending discontinuance of business operations although they are 
by no means infallible as a predictive device for individual firms.’ 
Some firms with poor ratios were found to survive while others with 
relatively good ratios failed. Nevertheless, the ratios chosen are 
probably among those finding wide acceptance by credit appraisers 
and therefore useful in determining whether their appraisals reflect 
the underlying financial condition of the firms analyzed. The pre- 
vious description of the manner in which credit agencies arrive at 
overall rating classifications, however, indicates that the financial 
condition is only one element in the credit appraisal. 

The fourth type of ratio, of which we have included two variants, 
the ratio of profits to net worth and the ratio of profits to assets, is 
indicative of the rate of return derived by the business firm. In the 
case of small businesses particularly, however, the measurement of 
profits is surrounded by a great deal of uncertainty. Small concerns 

can and do survive for years on a zero or negative rate of profit, per- 
haps because the owner-manager pays himself a salary out of line 
with his actual earning capacity. Or profits may be greatly over- 
stated because depreciation of the firm’s capital is inadequ: ately esti- 
mated. Tax considerations also have important effects on the manner 
in which profits are calculated. Partly for these reasons, reported 
profit ratios have been found to be less reliable than the other ratios 
mentioned above in predicting discontinuance, and they may be seri- 
ously misleading for comparing the profitability of small and large 
firms. Nevertheless, we have included them where the data permit, 
since their changes over time for a given size group of firms may 
have a bearing on ability to repay indebtedness. Their beari ing even 
on this point, however, needs to be checked against the other ratios or 
related information. 

Quarterly data on the financial condition of American manufactur- 
ing corporations are published by the Securities and Exchange Com- 
mission (SEC) and Federal Trade Commission (FTC). Breakdowns 
are given by size of firm and by industry but, unfortunately, the 
published data are not cross-classified by these two criteria. Hence 
we must content ourselves with the analysis of firms by size groups 
alone. Clearly the credit ratios of small versus large firms must be 
analyzed at several points in time since the ratios ‘change over the 
business cycle and, in fact, may themselves be affected by the avail- 
ability of and need for credit by different size firms. Table 5 shows, 
for the 2 smallest size classes of firms and the 2 largest size classes 
of firms, the 3 capital and debt ratios found to be useful indicators 
of future Soauttal difficulty as well as the ratio of profits to net 
worth.® The terminal points in time are the second quarter of 1954, 


7 See Charles L. Merwin, Financing Small Corporations in Five Manufacturing Industries 
1926-36 (National Bureau of Economic Research, 1942), ch. 4 for record of the liquidity 
and debt ratios in portending discontinuances among firms in five industries characterized 
by small units. For further analysis of Merwin’s data see sec. 5, below. 

8 Another ratio that is widely used in appraising a firm’s ability to repay long-term debt 
is the times-charges-earned ratio. Hickman’s study of corporate bond quality and ex- 
perience referred to above demonstrates the value of this ratio in indicating default risk 
on bond issues. (See footnote 11 below.) For further examples of ratios used in credit 
analysis see Roy A. Foulke, Practical Financial Statement Analysis (4th edition, 
McGraw- Hill, 1957). 

®In aceordance with the general practice in credit analysis, credit ratios in this paper 
carry the decimal point two places to the right of its proper location. Thus, a firm having 
current assets twice as large as current liabilities would have a ratio of current assets to 
current liabilities of 200. This practice is observed in all financial ratios except those 
having to do with profits whi ch have the decimal point correctly placed 
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chosen because it was close to the lowest point of the business con- 
traction of 1953-54, and the second quarter of 1957, the latest period 
for which data were available when this study was prepared and also 
a period of peak activity and one during w hich a restrictive credit 
policy was in force. 


TABLE 5.—Average financial ratios for 2 smallest and 2 largest firm-size groups, 
and for all firms, manufacturing, second quarters, 1954-57 


{Ratio for second quarter of year '} 


Assets of firm (thousands of dollars) 


[ype of ratio and year | 
Under 250 | 250 to 999 | Allfirms | 50,000 to 100,000 




















| 
| | 99,999 and over 
| | | 
Current assets to current liabilitie | | | | 
1954... 196 0 | 233.0 | 257. 0 281.0 249.0 
1955... 187.0 | 228. 0 | 260. ¢ + 284. 0 | 256. 0 
1956 177.0 | 219.0 | 250. ( 288. 0 | 254. 0 
1957... " 136. 0 | 207. 0 | 243.0 272.0 | 244. 0 
Working capital to total assets 
1954... 34.0 | 36.3 34.1 36.0 | 30. 8 
1955... de 29. 6 36. 1 34.5 37.4 31.4 
1956... 28.8 35.5 33.7 37.2 31.0 
1957... 29.9 | 34.1 32. 2 35. 0 29. 2 
Net worth to det 
1954... ; 139. 0 185. 0 198. 0 210. 0 189. 0 
1955... ae 22.0 | 77.0 200. 0 212.0 188. 0 
1956... 107. 0 157.0 188. 0 221.0 190. 0 
1957... : 114.0 | 137.0 185. 0 198. 0 189. 0 
Profits to net worth: | 
1954... it 8.1 8.1 10. 4 8.8 12.3 
1955. . : 5.3 9.4 13.0 11.8 15.0 
1956 12.0 10.7 13.0 12.3 13.6 
1957_.- 7 11.1 10. 0 11.6 11.1 12.5 
i 


| See text footnote 7 for statement concerning location of decimal point in credit ratios used in this paper. 


Source: Computed from data published in oe irterly Financial Report for Manufacturing Corporations, 
Securities and Exchange Commission and Federal Trade Commission 


In general, the financial ratios for the smallest size firms (assets 
under $250,000) were lower than those for the average of all manu- 
facturing firms in each period covered in the table. They are also 
lower than those for the next larger size group except in the ratio of 
profits to net worth and usually lower than those for the two largest 
ize classes of firms. There are some exceptions in the latter case. 
In the second quarter of 1957 the ratio of profits to net worth for the 
very smallest size class was equal to that of the firms of $50-$99 
million asset size. Also in 2 of the 4 years the smallest firms had 
ratios of working capital to total assets equal or greater than the very 
largest firms. Otherwise, however, the data seem to support the 
findings of the prev lous section that small firms as a whole tend to 
exhibit a less favorable financial condition when judged by objective 
criteria of ©: Salvwcethineas than «lo large firms. <A later section will 
comment upon changes over time in the financial ratios of small 
versus large firms. 

A qualification that attaches to the data in table 5 is that the manu- 
facturing industries in which small firms are important are often not 
the same industries as those in which large firms are important. 
Hence the differences between the ratios for the small and large 
groups might reflect differences in the industry composition of the 
two groups, since financial requirements and standards vary con- 
siderably from one industry to another. As noted above, the pub 
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lished SEC-FTC data do not enable one to make allowance for this 
possibility. 

Our next evidence on the relation of firm size to financial ratios, 
however, does make allowance for this factor. It comes from finan- 
cial statements collected from bank credit departments and published 
by the Robert Morris Associates, an organization of commercial bank 
lending officers. Here again, however, there are some limitations on 
the data. In general the statements are for firms with banking con- 
nections and therefore are most useful in determining the type of 
customers served by commercial banks, the major institution in the 
small business loan field. Because of this, however, the firms repre- 
sented are “pega creditworthy firms in some or most years. An- 
alysis of these data therefore may be more indicative of the regular 
customers of banks than of the universe of business firms. Data col- 
lected from lenders are, of course, generally subject to such limita- 
tions. 

To the extent that the Robert Morris Associates may be represent- 
ative of the universe of firms or at least the universe of firms that are 
potential customers of banks, analysis of the financial ratios mentioned 
above reveals that the average small firm does not have as good a 
record as the average large firm. For the years from 1952 ‘to the 
present some 43 industries or lines of business in manuf: icturing, 
wholesale trade, and retail trade are represented continuously in the 
Robert Morris Associates data in both the largest size group (assets 
$1 to $10 million) and the smallest size group (under $250,000) .?° 
Table 6 shows how average ratios of the composite of 43 industry 
groups of firms within each of these two-size groups and the inter- 
mediate one ($250,000 and less than $1 million) compare in 1954, 1955, 
and 1956, the latest date for which figures have been published. 


TABLE 6.—Average financial ratios for small, intermediate, and large firm- 
industry groups, 1954-56 


- —_ of 43 industries in each nee 


Assets of firm (thousands of dollars) 








Type of ratio and year | 
Under 250 250 to 1,000 | 1,000 to 10,000 
(small) (interme- | (large) 
diate) 
cla aacee ae ean oe ie alan es ccacompe ei haga kar ene eee : | wi 
Current assets to current liabilities: 
AE Ee ‘i ‘ ae peetus 230. 0 226. 0 266. 0 
1955 ee Se sinikaoatine cece ae staan 227.0 1215.0 244.0 
1956 __- ceaaate ioe 226. 0 1212.0 235.0 
Working ce pital te to total assets: 
1954...... . ; Saba oe ace 41.9 40.9 43.7 
ait a cigetentidabs Gaal Sibi bom 41.4 139.8 41.8 
1956 da dia calc 41.7 139.6 40.5 
Net worth to debt: 
OI i bison sais siete wihaaadiapti bees tie inn gtptantniatil 171.0 161.0 196, 0 
IE iasintdmisia sats : pila ip tendhid chained nancies ginlana 165 0 147.0 172.0 
1956 . jyladinlaiaplegin ttt = = dates ale athtn a aeanl 165. 0 139.0 164.0 
Profits to net worth: 
ceed iso tee te skeen d cetcha | 4. 50 4.88 6.04 
Na a a a i a al ad il 7.10 16. 60 7. 75 
1956 a 8.38 | 17,59 8.14 





* Number of industries in vaaldie equals 42. Information for one industry not av sil able. 


Source: National Bureau of Economic Research tabulations of data from annual statement studies of 
Robert Morris Associates 


% A list of the industries is included in appendix B, p. 103. 
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Much the same conclusion emerges from analysis of the Robert 
Morris Associates data as was previously obtained from the SEC-FTC 
data on manfacturing industries. Looking first at the comparison be- 
tween the smallest and largest categories, in 9 out of the 12 compari- 
sons, the small firm ratios show up as less adequate than the large firm 
ratios. Exceptions occur in 1 of the 3 years in the working capital to 
total assets, net worth to debt, and profits to net-worth ratios. Sec- 
ondly, the ratios for the intermediate size group are in every instance 
lower than the ratios for the largest size group. It must be admitted, 
however, that many of the differences between the ratios for the smaller 
and larger firms are slight; generally the differences are greater in 1954 
and smaller or more favorable to small firms in 1955 and 1956. More- 
over, the ratios for the intermediate size group in all but one case (the 
ratio of profits to net worth in 1954) are lower than ratios for the 
smallest size group. No explanation can be offered for this finding 
other than to observe that the voluntary procedure of collecting these 
statements might conceivably produce a sample of statements for the 
very smallest firms that were regular customers of banks which were 
better than those of intermediate size firms. Having no proof one way 
or the other of this conjecture it can only be noted that an anomaly 
exists in the data at this point." In the case of the SEC-FTC data for 
manufacturing corporation (table 5) the ratios for the under $250,000 
asset size group were decidedly lower than those for the $250,000- 
$999,999 size group. In the absence of more conclusive evidence to 
the contrary, however, it would seem safe to conclude that the finding 
of the previous section, namely that small firms as a rule are char- 
acterized by lower measures of credit worthiness than are large firms, 
has not been reversed and, indeed, has on the whole been substantiated 
by analysis of financial ratios. 


5. CREDIT LOSSES, CREDIT RATINGS, AND FINANCIAL RATIOS 


The preceding sections have shown that small firms typically 
occasion greater credit losses, generally have lower credit ratings, 
and on the average possess less adequate financial ratios than large 
firms. Some direct evidence on the relation between the indicators of 
credit quality (i. e., the ratings and the ratios) and actual credit 
losses is available and is summarized below. 

The Saulnier, Halcrow, & Jacoby material on RFC loan experience 
cited above shows the incidence of loan default for firms with different 
eredit ratings at the time of borrowing. Since about 7 out of every 10 
RFC loans were to firms with credit agency ratings and since the 
history of the loans is known through 1951, it is possible to determine 
how well the ratings indicate the incidence of future credit difficulties. 
The record is remarkably good (table 7). There is a steady inciease 
in the default rate based on dollar amounts of loans outstanding at the 
end of 1951 as one moves from the highest to the lower credit ratings.’” 


4 The tendency for the intermediate size firms to have lower ratios than the smallest size 
firms appears to be fairly widespread in the Robert Morris Associates data. For example, 
of the 42 industries included in table 6 in 1956 the average ratio of current assets to 
current liabilities is lower for the intermediate group than for the smallest group in 27 
industries, the same in 2, and greater in 13. 

43Some four-fifths of the number and amount of the loans outstanding at the end of 
Sees, Setamances between June 1948 and June 1951. Federal Lending and Loan Insurance, 
Pp. 4 
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Whereas only half of 1 percent of the loans to firms with best credit 
ratings eventuated in default, about 20 percent of the loans to firms 
with the poorest ratings went into default. The percentages based on 
the number of loans show a less regular progression—but their relation 
to the percentages based on dollar amount is of interest, for they sug- 
gest that in the higher grades the average defaulted loan was smaller 
than the average size of all loans within the grade whereas for the 
lower grades the defaulted loans were larger than the average size 
within the grade. This tendency also appears in some of the other 
measures of experience on loans of different grade, given below. 


TABLE 7.—Default rates on RFC direct-business loans outstanding Dec. 31, 1951, 
by credit rating of firm at time of application 


Ratio of loans in default to 
| all active loans 
Credit rating 








| Number Amount 
—_— ss eiaitinas = hpi ae I acai 

| Percent Percent 
I (highest) ____- : : H : ee cae : : 4.3 0.5 
See cid Sidon Puce cdbhdabseiabicbabesicka clk duddehiedan ate 14.0 5.0 
ee a a a a a a, act amas 5 i a a a 15.2 16.9 
IV (lowest) __- pire cues JAS tees ee a 11.9 | 20.5 


SM ee Po ee eee oe Ee ee 5 113.2 | 19.6 


1 Includes default rates on loans for which credit rating information was not available. These default 
rates were 12.0 percent by number, 15.8 percent by amount. 


Source: Federal Lending and Loan Insurance, table B-16, p. 458, 


It is perhaps well to remember that defaulted loans do not neces- 
sarily result in losses, although they may occasion great embarrass- 
ment both to the borrower and the lender. It is the actual losses on 
loans made to firms in each credit-rating grade that is the most rele- 
vant figure from the lender’s point of view. These are shown in 
table 8 relative to all RFC loans disbursed and extinguished during 
the period 1934-51. Very obviously, of all loans extinguished over 
the entire period, the loans to firms in the poorest credit-rating class 
resulted in the highest actual loss experience, while those in the high- 
est rating class produced the lowest loss experience. This difference is 
also reflected, although not as sharply, when losses are measured 
relative to all loans disbursed. 


TABLE 8.—Relation of credit ratings and loss experience on RFC direct business 
loans, 1934-51 


[In percent] 


Dollar amount of losses 
relative to all loans— 
Credit rating 


Disbursed | Extinguished 


L. 








I (highest) a eer ee ee oe 0.1 | 0.1 
II es BO, 2 5 1.3 | 1.9 
IIT : .3 [7 
IV (lowest) 1.2 3.8 

All loans | 1.3 2.1 


Source: Special tabulations of dataffrom Federal¥Lending and Loan Insurance. 
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At this point it is useful to inquire whether within groups of firms 
in any single credit-rating grade, loans to small-business firms are more 
likely to result. in higher realized losses than loans to large firms. 
Table 9 presents the loss rates on the same group of loans as shown 
in table 8, but now classified by both size of firm and credit rating. 
From these data it is one to reach the tentative conclusion that at 
least within the highest (1) and two lowest (III and IV) rating 
groups, loss experience is no different between loans to small and large 
firms. Only in the second rating group (II) is there a noticeable ten- 
dency for loss experience to be worse for small-size firms, which may 
suggest the desirability of further differentiation within this rating 
group. Apparently, however, to the extent that we can generalize 
from the experience of a public lending agency, the caution of lenders 
and the performance of independent credit appraisers can result in a 
fairly orderly selection of risks by lending institutions without spe- 
cific regard to size of borrower. ‘Table 9 seems to indicate that loans 
made by the RFC to small businesses with satisfactory credit ratings 
are as sound as loans to large businesses with similar credit ratings. 


TABLE 9.—Loss rates on RFC direct business loans by size of borrower and credit 


rating 
[Percent] 
| Credit rating 
= Siac aici cthiihaatiaee inetd sail 
Assets of borrower (thousands of dollars | | 
I II III IV All 
| 
| 


(highest) | (lowest) firms! 





s irs 
A. Loss rate based on loans disbursed, 1934-51 


Less than 5_. 0 12.0 oO | 0 6.2 
5 to 24 : 0 9.8 | a .4 4.6 
25 to 49 0 2.5 4 3.9 1.7 
50 to 99 eS 0 9 | e] 25.3 | 1.1 
100 to 249 ‘ 0 4.7 | 9 a 2.9 
250 to 499 63] 1.3 1.3 0 3 
500 to 749__ | 2.3 8 | a 0 9 
750 to 999 aoe 0 2.0 0 2 1.0 
1,000 and over_. | 0 1.0 0 0 

All firms 2 a a 1.3 3 1.2 1.3 








| 

Less than 5.. ’ si : | (3) 12.9 Oo | 0 7.6 
5 to 24 _ | 0 12.4 7) .6 6.5 
25 to 49 | ss 4.2 2 7.2 3.5 
50 to 99 bai: Se 4 1.3 0 25.3 2. 1 
100 to 249 0 | 7.4 3.3 2.8 5.7 
250 to 499 0 | 2. 5 3.3 0 2.4 
500 to 749 4.1 1.1 1.3 0 1.4 
750 to 999 | 0 2.7 0 3 1.5 
1,000 and over 0 1.6 0 0 1.2 
All firms 3 1 1.9 s 3.8 2.1 
Includes loans to firms with no rating or for which credit reports were entirely lacking (firms just organiz- 


ing, and others), and a very few loans rated in between the 4 rating grades. 
? Includes loans to firms for which size not known, 
3 None of loans extinguished by Dec. 31, 1951. 


Source: Special tabulations of data from Federal Lending and Loan Insurance, 
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As might be suspected, the relationship of any single financial ratio 
to the subsequent experience of the loan is not nearly as direct as is the 
relationship between loan difficulty and credit rating, which usually is 
based on many different observations on the under ly ing financial con- 
dition of the concern as well as the general financial responsibility of 
those in control of the business. Table 10 shows various measures of 
loan difficulty (default, foreclosure, incidence of loan losses, and rea 
lized losses) for RFC loans classified by current ratio and the ratio of 
net worth to total debt of the borrowing firm at the time the loans 
were authorized. The figures are suggestive but not conclusive in 
showing that loans to firms with poorer financial ratios are somewhat 
more prone to encounter difficulty. Marked differences in experience 
are apparent only when the ratios are at extreme levels. 
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Further evidence on the value of financial ratios as indicators of 
credit worthiness is presented in table 11, which shows for five different 
industry groups of small firms that those firms discontinuing the 
filing of an income-tax return in the 1930’s had almost universally 
lower financial ratios than sets of companies drawn from the same 
industries and of roughly the same size that continued to file income- 
tax returns. The contrast» between the average financial ratios of 
successful and unsuccessful companies is apparent even in the fifth 
or sixth year before the latter’s discontinuance. Since every effort 
was made to remove firms undergoing merger and consolidation from 
the sample of discontinuing firms, Charles Merwin, the author of the 
study to which we refer, states: 

* * * in the great majority of instances the owners [of the unsuccessful firms] 
lost most, if not all, of their equity. 

Thus, this body of evidence suggests quite clearly that low values of 
the commonly used financial ratios are associated to a considerable 
extent with future financial difficulty. 


TABLE 11.—Average financial ratios by years before discontinuance for unsuccess- 
ful companies (U), and comparable ratios for successful companies (8S), 
1926-35 * 


[Percent] 


| 








Banking Men’s clothing Furniture Stone and clay | Machine tool 
Period before dis companies | companies companies | ee com- companies 
continuance of | | a 
business ces ae Bees ; x es ee 
vu | s U | 8 | ules v | if | s 

ae seiiclhcnssncdlisccnsjen'tiatiammemiiiat: ailing iilscdhaa ele a 

Current assets to current liabilities 
Oo years. 1.0 1.2 2.4 2.3 | 1.8 2.9 1.1 2.4 1.6 2.1 
5 years 1.0 1.3 2.3 | 2.4 LZ 3.1 1.2 2.3 1.6 2.1 
4 years. 7 1.2 2.3 | 2.4 | 1.6 3.4 | 1.0 2.1 1.4 2.0 
3 years- 7 1.2 SL SS bs. 2 o| 26 1.4 | 1.8 
2 years. 6 1.3 1,9 | 2.6 1.0 3.6 8 1.9 1.1 1.7 
1 year 4 2 1.5 2. 4 | .8 3.4 | 6 1.7 1.1 1.6 

! 

Net working capital to total assets 
6 years. _.| 0.011 | 0.050 | 0.493 | 0.474] 0.203] 0.421] 0.443 | 0.255) 0.189 | 0.235 
5 years. J —. 009 . 056 . 470 . 474 282 . 423 060 242 169 223 
4 years. —. 106 . 047 | . 467 474 25 HW) . 423 004 221 121 01 
3 years. —. 109 . 049 . 410 . 467 .13 425 | —.085 204 121 179 
2 years- —. 200) . 054 | . 376 | - 476 | “on ) .407 | —. 085 | .181 Vob 16 
1 year —. 267 . 048 . 237 -459 | —. 111 . 393 | —. 183 157 O15 . 159 
n - eB P eo e aI 2 

Net worth to total debt 

| 
6 years. 1.9 2.3 | 1.7 LZ 1.5 2.8 | 1.5 3.5 2.0 2.7 
5 years. 1.6 2.4 1.6 ae 1.5 | 2.9 1.5 3.3 2.1 2.7 
4 years. | 1.2 2.3 1.7 1.9 1.3 | 3.2 1.3 3.2 | 1.7 | 2.6 
3 years. 9 2.4 1.5 1.8 1.0 | 3.5 1.2 3. 0 a7 2.4 
2 years. 6 2.3 1,3 | 2.0 .8 | 3.7 | 1,1 2.8 1.1 2.2 
1 year 5 2.2 | io) Le 4 ORS 7) ae 9 2.0 
Number of compa- ‘ 


nies in sample-- 47 81 | 41 46 | 38 66 43 70 31 118 


1 Unsuccessful companies (U) are those that discontinued filing an income tax return sometime during 
1932-36 successful companies (S) are those that filed returns continuously during 1926-36. Ratio for suecess- 
ful companies is an average of surviving company ratios weighted by the number of times each calendar 
year appears in the given year before discontinuance for the matching sample of discontinued firms. For 
detailed explanation see the source, pp, 134-136. 


Source: Charles L. Merwin, Financing Small Corporations in Five Manufacturing Industries, 1926-36 
(National Bureau of Economic Research, 1942), worksheets underlying charts 6-10. 


+ 


an aime ret aem ¢, 








nt 


of 
th 
rt 
m 
1e 


}8- 


FINANCING SMALL BUSINESS 65 


The data presented in this section suggest that agency credit ratin 
and commonly used financial ratios have a considerable value in 
predicting future financial difficulties of business firms.** The macentd 
is most clear, as might be expected, in the case of the credit rating 
which summarize the general financial condition of the business ates 
and business history of the owner or those in control. The somewhat 
less marked relationship between individual financial ratios and 
losses than the relationship between credit ratings and losses may be 
explainable in terms of the process of credit analysis. In cases where 
one of the financial ratios is extremely bad, there may be other circum- 
stances, i. e., other good ratios or strong points of an intangible nature, 
that would cause the credit analyst to ¢ appraise the concern’s financial 

condition differently. Such a process would go far in explaining some 

of the anomalies mentioned previously in that in some cases the bor- 
rowers with less favorable financial ratios may have been those which 
were stronger in other respects. These observations would lead to the 
conclusion that credit ratings taking account of several financial ratios 
and also of intangible factors, are better indicators of the degree of 
credit risk than any single financial ratio considered separately. In 
any case, however, reference is made only to broad tendencies among 
groups of firms. An individual firm with a low current ratio or a poor 
credit rating is by no means foredoomed to failure, and high ratios 
and high ratings are not the only requirements for success. 


6. RECENT CHANGES IN THE CREDITWORTHINESS AND USE OF CREDIT BY 
SMALL BUSINESS 


[t has been indicated in the preceding sections that financial ratios 
and credit ratings are on the whole lower for smaller size firms than 
for large ones, and that credit experience is on the whole worse. If, 
in addition, these measures of credit risk deteriorate more or improve 
less for small firms than for large firms as a general business expan- 
sion proceeds and the demand for credit increases relative to the sup- 
ply, loans to small business might well become less freely available 
than loans to large business. On the other hand, if the creditworthi- 
ness of small business tends to improve relative to large business dur- 
ing the recovery and boom period, any differential inability of small 
firms to receive credit would be more difficult to explain. 

When the research now under way is completed labor in 1958, it is 
contemplated that a more definitive answer can be made as to what 


3 The corporate bond study referred to earlier provides additional evidence as to the value of agency 
ratings an df financial ratios as indic stors of default risk. The default rates on industrial bond issues, 1900- 
1943, classified by rating grade and by times-charges-earned ratio at time of offering were: 


} | 
| Times-charges- 
Agency rating | Default rate eerned ratio Default rate 
| (percent) 


I (highest 0.4 | 3.0 and over. 4.0 

I] 3.2 | 2.0 to 2.9. .- 7.4 

Ill 8.8 | 1.5 to 1.9 16.5 

LV 18.5 | 1.0 to 1.4 16.0 

V-IX (lowest). 32.7 | Under 1.0... 9.7 

Source: W. Braddock Hickman, Corporate Bond Quality and Investor Experience (published for 

the National Bureau of Economic Research by Princeton University Press, 1958, in press), tables 33 
ind 84. 
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happens to changes in financial ratios and credit ratings for small 
and large firms during various phases of the business cycle, and about 
the relation of these changes to the use of credit by these firms. At 
present only some glimpses may be given into the materials that are 
to be examined more fully, and some of their more intriguing per- 
plexities can be shown. 

Some steps toward an answer to the question as to cyclical changes 
have been taken by analyzing the behavior of the financial ratios ‘al- 
ready used. Since the swing from business cycle troughs to business 
cycle peaks is almost universally a period when the indebtedness of 
business firms increases relatively hates than their asset items or 
owners’ equity, it is obvious that ratios containing some measure of 
indebtedness in the denominator and some asset or equity item in the 
numerator will tend to fall from trough to peak and vice versa.’* On 
the other hand, profit ratios will tend to rise from the trough to the 
peak. Under these measures of credit w orthiness, firms may be get- 
ting less credit worthy during the period of business expansion as 
judged by indebtedness ratios, “but may improve in standing as meas- 
ured by profitability. 

That something of this type does occur is apparent from the four 
panels of chart 2, showing a moving average of quarterly data for 
all United States manufac turing corporations as estimated by the 
Federal Trade Commission and Securities and Exchange Commis- 
sion. The three liquidity and debt ratios rise sharply during the re- 
cession period of 1953-54 and continue to rise slowly until early in 
1955. In 1956 they drop sharply. The profit ratio declines in the 
recession period, rises 1954-55, and declines slightly 1956-57. 


4% The same behavior will, of course, be true of the ratio of working capital to total 
assets because the numerator (current assets minus current liabilities) will decline as the 
denominator (total assets) increases. 
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Chort 2 


BEHAVIOR OF SELECTED FINANCIAL RATIOS OF 
ALL MANUFACTURING CORPORATIONS 
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3-5) 


Quarterly moving average Ratio 


CURRENT ASSETS / CURRENT LIABILITIES 


WORKING CAPITAL / TOTAL ASSETS 
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5 C4 
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240 
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34 


33 


32 


31 


| 200 


NET WORTH / DEBT 


+ 190 


AFTER TAX PROFLTS / NET WORTH 


1952 1953 1954 1955 1956 1957 


Source: Computations from Federal Trade Commission and Securities and Exchange 
Commission, Quarterly Financial Report, United States Manufacturing Corporations. 
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But what about the behavior of credit ratios of small firms com- 
pared with the average of all firms or, alternatively, small firms com- 
pared with large firms? Here the picture becomes complex both be- 
cause of the varying levels of credit ratios for different sizes of firms 
and because of differential movements in the ratios. The behavior 
of individual ratios will be summarized separately. For convenience, 
only the 2 smallest firm size groups and the 2 largest firm size groups 
are shown (chart 3). 

Small manufacturing firms tend to have lower ratios of current assets 
to current liabilities than do either large firms or the average of all 
firms. This is true at all stages of the business cycle if the quarterly 
figures for the period 1952-57 are typical for most cyclical move- 
ments. From 1954 to 1957, current ratios deteriorated more for the 
smallest firms than for the largest firms but the greatest deterioration 
was in the next to lowest size group of firms. 

Small firms compare unfavorably with all but the largest firms 
in the ratio of working capital to total assets in most recent years, 
suggesting lower credit worthiness. However, the smallest size group 
exhibited some improvement relative to the other size groups during 
1956-57. 

In ratio of net worth to debt small firms compare unfavorably 
with large- and medium-sized firms. The best ratios are held by firms 
in the larger size range though not the largest firms. From 1954 to 
1957 the greatest deterioration in ratios occurred in the smallest and 
next-to-smallest size firms. In the largest firms there was negligible 
deterioration over the period, indicating that their net worth grew pari 
passu with their indebtedness. 
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BEHAVIOR OF SELECTED FINANCIAL RATIOS OF TWO LARGEST AND 
TWO SMALLEST SIZE GROUPS OF MANUFACTURING CORPORATIONS 


Quorterly moving average Ratio 
es Ps a ae 
CURRENT ASSETS / CURRENT LIABILITIES | 
LARGEST:~—> ate 300 
OT a eat id | 
L ’ map aorta neeeartnatiateeetereaamneees heen — od OE 
atetad asin SUUARLEST: 9 ome | 900 
son Mal ‘Stagen .° ciitera dene] dealt Neale tra Ae 
Leesa Be taal nn begsib hess Den ns hepitie calc Saeed a Ree oe oe ein 
)} 45 
WORKING CAPITAL / TOTAL ASSETS | 
— —_— 40 


-- 
-— 
--— 
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Sono ererenrsese ss. = — , 35 
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_NET WORTH / DEBT _ | 250 


7 200 


; 150 





100 


50 


) 20.0 
AFTER TAX PROFITS / NET WORTH 






aide ate ; 4 setpoint Tes ; 10.0 
saenno==aSa, en pegs 
ne ee | 5.0 
} 1 ! i Lat ! i 0 
1952 1953 1954 1955 1956 1957 
NoTre.—Two largest size groups are (1) $100 million and over, (2) $50 million—$99 million. 


Two smallest size groups are (1) under $250,000, and (2) $250,000-$999,000. Source: 
Computations from Federal Trade Commission and Securities and Exchange Commission, 
Quarterly Financial Report, United States Manufacturing Corporations. 








70 FINANCING SMALL BUSINESS 


Profit ratios of small firms show far greater extremes from period 
to period relative to those of large firms. In 1954 small firms’ profits 
fell to a very much lower level than the profits of the largest firms and 
subsequently rose substantially more, though they did ‘not reach the 
level of the largest firms. In recent quarters all four size groups 
represented move down slightly. 

This brief review of the aggregate experience of small manufactur- 
ing firms versus large manufacturi ing firms in regard to commonly used 
credit ratios indicates that the credit standing of the smallest size 
group of firms (assets under $250,000) has remained low and has 
deteriorated in some though not in all respects relative to larger size 
groups. The next-to- smallest size group (assets between $950) ,000 
and $1 million) has also occupied a low position relative to larger 
groups and has shown greater deterioration during the recent business 
expansion. Credit quality, however, is not a concept easily applied to 
large aggregates of firms. Indeed, the same ratio levels mean different 
things i in different stages of the business eycle and in different indus- 
tries, and lenders generally allow for considerable variation among 
industries as well as among firms within a single industry. For this 
reason it is desirable to Jook at the behavior of individual firms. 

While we are presentely engaged in examining data’ for a large 
number of individual borrowing firms in order to confirm or deny 
the validity of results derived from aggregate data, findings on in- 
dividual firm behavior must await the final report of this project. 
Instead, for purposes of the present report, we have made some pre- 
liminary analyses of smaller groups—groups consisting of firms in 
particular industries and particular firm sizes—using data compiled 
by the Robert Morris Associates. In this manner, it 1s hoped that at 
least. part of the disadvantages in dealing with data consisting of 
very large aggregates may be overcome. 

The Robert Morris Associates data provide an opportunity to test 
whether the firm groups obtaining less credit in a period when credit 
is generally less freely available tend to be those with poor credit 
ratios, and how such changes i in credit use vary between small and 
large firms. This test, which is preliminary, is confined to 2 size 
groups, the under $250,000 asset size firms and the firms having assets 
from $1 million to $10 million. By not using data pertaining to firms 
from $250,000 to $1 million in size, the difficulty that some firms may 
be in the smaller size group at one time and in the larger size group 
at another time, because of growth or contraction of assets, has been 
greatly reduced. Because the years 1955 and 1956 only are ana- 
lyzed, some 51 industry groups are utilized, instead of only the 43 
available continuously from 1952 through 1956. Hence, there are 
51 matched pairs of composite ratios, 2 for each available industry, 
1 for large firms ($1 million to $10 million), and 1 for small firms 
(under $250,000). 5 


% The method of analysis employed would be on firmer ground if the sample of firms 
were the same from year to year, but this is not the case, for the number of firms in each 
composite size and industry group changes from year to year as a result of dropouts and 
additions. If, as has been indicated. the Robert Morris Associates data may carry an In- 
herent bias because of the credit selection process, the question arises as to how the con- 
clusions may be affected. Presumably, the process of credit selection, if it is important in 
determining the firms in the Robert Morris Associates sample, would weed out of the sample 
many of the firms denied or not using credit. If such firms tended to be small firms, pre- 
dominantly, as our findings suggest, the only small firms left in the Robert Morris Assocl- 
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Since 1956 was a year of general prosperity, as well as a year 
characterized by a relatively restrictive monetary policy, it is of in- 
terest to determine how many small-firm ae groups increased 
their use of bank credit relative to their total assets, and how many 
large-firm industry groups increased their use. Finally, the incidence 
of greater use of bank credit can be related to the commonly used 
eredit ratios discussed above. 

For each size group, the 51 industries have been ranked according 
to value of the specified credit ratio. The incidence of increased 
credit use is shown by quintiles in table 12, each quintile containing 
10 industry size groups except the fifth, which contains 11. By com- 
paring the incidence of increased credit use between small- and large- 
firm groups and from credit ratio quintile to quintile, it is possible 
to observe how small firms have fared in obtaining bank credit, and 
how this has been related to their creditworthiness as indicated by the 
credit ratio. In table 12, small firms are shown to have expanded 
their use of bank credit during 1956 in fewer industry categories 
than did the larger firms. Moreover, while both small- and large- 
firm categories exhibited a greater incidence of increased credit use 
from the lowest to the highest quintiles of ranking by value of the 
particular credit ratios, the progression was more ragged for smaller 
firms. Finally, only in the topmost quintile of credit ratios in the 
case of the 3 of the 4 ratios shown in table 12 did small firms ex- 
pand their bank-credit use as frequently or more frequently than did 
large firms. 


ates nue should be those with very good credit standing as indicated by financial ratios 
and, incidentally, those which were receiving abundant credit. Clearly, the data contained 
in this section of the report do not indicate this to be the case. Accordingly, if any bias 
results from the credit selection process in determining the firms in the Robert Morris 
Associates sample, it has not been sufficient to offset the results indicated. 


28855-—58——-T 
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TABLE 12.—Changes in the use of bank credit in relation to level of financial 


ratio, small and large firms 


[Percent] 





Rank of financial ratio, quintile 





lst (lowest) 
Wiesasssss< 
7 
cnc ed ; 
5th (highest) .-.. 


lst (lowest) 
, 

3d 

4th_. 


5th (highest) ---- 


Ist (lowest) __- 
2d_ 
3d 
4th 


5th (highest) - 


5th (highest) 


Proportion of industry size 
group with increased 
bank credit, 1955-56 


Small Large 


Current assets to current 
liabilities, 1955 


40) 70 
30 50 
20 40 
50 90 
91 vl 





Working capital to total 
assets, 1955 





40 60 
40, 60 
30 80 
AD | 80 
73 55 


40 | 50 
20 | 70 
40 | Al) 
50 80 
82 82 





Profits to net worth, 1955 








4p) 70 
40 80 
60 60 
50 | 70 
45 | 55 


Source: Tabulations from Robert Morris Associates, annual statement studies. 
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In the above analysis it should be noted that the small-firm group 
in, say, the meatpacking industry is in the lowest quintile, while the 
large-size group in the same industry is in the highest quintile. Thus, 
there is no direct comparison of different size firms in the same indus- 
try that would take into account the fact that general trends in an 
industry itself may be an important determinant of creditworthiness. 
In the next test, an attempt has been made to remedy this defect. 

Whereas in the previous test no attempt was made to compare large 
and small firms in the same industry as to the incidence of credit use 
and their financial ratios, in our next test each industry is classified 
into 1 of 2 groups. One group consists of industries in which bank 
credit to large business ($1 million to $10 million assets) increased as 
a proportion of total assets, but bank credit to small firms showed a 
decrease as a proportion of total assets from 1955 to 1956. This 
group, known as the decreasing-credit group, consisted of small and 
large firms in 18 industries. The other group is the control (all 
other industries) group, in which (1) both large and small firms 
increased their use of bank credit, or (2) both size groups decreased 
their use of bank credit, or (3) large firms decreased and small firms 
increased their use of bank credit. In all three of these cases, small 
firms did not suffer any serious diserimination in their use of bank 
credit relative to their larger counterparts in the same industry. 

How did small firms that did not increase their use of bank eredit 
(relative to assets) compare in terms of financial ratios with large 
firms in the same industries that did increase their bank credit during 
1956? ‘Table 13 attempts to answer this question, The relevant ratios 
for comparison are those for 1955, since these might conceivably in- 
fluence the credit officer of the bank in deciding whether or not to 
extend credit to the firm during 1956. The 1955 financial ratios for 
small firms in the “decreasing credit” categories were lower than those 
of the corresponding large firms and differed more from their large 
counterparts than did the pairs in the “control” group of industries. 
This means that if the Robert Morris Associates data are representa- 
tive, industries in which small firms obtained no increase in credit 
even though large firms in the same industry did receive increases 
were those in which small firms had low credit ratios, both in com- 
parison to their counterpart large firms and in comparison to ratios 
In industries in which small firms fared relatively better creditwise. 
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What about credit from sources other than banks? Clearly, the 
small firms in the “decreasing credit” group did not fill the gap in their 
declining use of bank credit from 1955 to 1956 by an increase in the use 
of trade credit. Instead, their use of trade credit declined from 1955 
to 1956, suggesting the possibility that those who grant trade credit 
may also be influenced by low financial ratios, or by credit ratings that 
reflect poorer financial condition. By 1956, of course, the increased use 
of both bank and trade credit by the larger size firms in the “decreasing 
credit” industries had reduced their financial ratios relative to the 
smaller firms which reduced their use of credit. 

It is interesting to note that profit ratios of the small firms in the 
“decreasing credit” group were very satisfactory in relation to small 
firms in the “control” group, as was their relative expansion of sales 
and assets. This suggests the possibility that small firms in the “de- 
creasing credit” group are there because their ability to repay debt was 
greater ‘than small firms in the “control” industries. It seems doubtful 
that this explanation is correct. Even if all of the increase from 1955 
to 1956 in profits for the small firms in the decreasing credit group 
(from 4.52 to 5.98 percent of total assets, an increase of 1.46 percentage 
points) were plowed back into debt repayment it would hardly have 
accounted for the 3.32 percentage-point reduction between the 2 years 
in bank and trade credit combined, computed as a percentage of total 
assets. Nor would it have explained why, if these firms were so profit- 
able, they did not increase their borrowings in order to increase their 
returns further. In fact, reduced interest costs coming from smaller 
use of credit may have had something to do with the profit increase 
from 1955 to 1956. 

We have seen from our two tests that at least for these data (1 
small firms generally had a lower incidence of increased use of bank 
credit from 1955 to 1956 than did lar ge firms, and (2) this tendency was 
at least partially associated with poorer financial ratios of the small 
firms, although the evidence here is by no means completely clearcut. 
In summing up, therefore, it is possible to say that, although cause and 
effect can scarcely be inferred, there is a presumption that the less satis- 
factory financial condition of small firms was associated with the re- 
duced use or reduced availability of bank credit by these firms for the 
1955 to 1956 period. Further analysis of individual firm data is 
planned in order to test this tentative conclusion. 
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7. LOSS RATES AND INTEREST RATES 


Though our evidence has been sketchy, has come from many different 
sources, and is not entirely consistent, it appears that smaller firms on 
the average are somewhat poorer credit risks than larger firms. These 
differences in risk, when large numbers of firms are taken together, 
seem moderately predictable on the basis of the common indicators of 
creditworthiness. Moreover, during the recent business expansion and 
period of credit tightness, the c ‘redit worthiness of small firms seems to 
have deteriorated somewhat, or at least not improved markedly rela- 
tive to large firms. Finally, some evidence has suggested that the lower 
level of creditworthiness has had a restric ting influence on small firms’ 
use of bank credit. 

Here, however, we come back to the problem posed earlier. Is not 
the problem a matter of balancing risks against returns? By charging 
higher interest rates to small borrowers than to large borrowers, cannot 
the lender cancel out any increased loan risks to smaller firms? Or, 
to put it another way, as monetary conditions tighten are not interest 

rates raised sufficiently to cover any increased risks that might be anti- 
cipated in lending to small business?) While this aspect of the problem 
is a crucial one, we have only some preliminary findings to report at 
this time. First we shall review some historical evidence from a re- 
lated field—that of the corporate bond market. Then we shall consider 
some results from a special study of commercial bank lending to small 
business. 


A. Corporate bond yields and loss rates 


As pointed out earlier, experience in the corporate bond market 
is not directly relevant to the financing of what are commonly re- 
garded as small businesses, since bonds are seldom issued by firms 
with less than several millions in assets. Nevertheless, a brief review 
of certain aspects of this experience is worthwhile for several reasons. 
One is that this field is the eats one in which a really comprehensive 
record of financial experience in relation to size of borrowing firm 
has ever been compiled. Another is that this record covers 2 long 
period, during which business and financiai conditions varied widely, 
so that one can get some view of a range of experience rather than 
| or 2 particular situations. A third is that the measurement of 
risks and returns, which is of primary interest for this report, is more 
precise in this area than in most others. The problem of loan serv- 
icing costs and their influence on interest rates, for example, is largely 
avoided. But the principal reason is that the results the bond study 
discloses as to the experience of firms in different size classes, even 
in a market in which all the firms are relatively large, are instructive, 
if carefully interpreted. 
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TaBLe 14.—Life span yields and loss rates on industrial bond regular offerings, 
by asset size of obligor at offering and by period of offering and extinguish- 
ment, 1900-43 * 


Assets (millions of dollars) 











r 
Offered Extinguished eee ao Ee eee 
| Under 5 | 5 to 99 100 to 199 | 200 and over 
| 
| 
Promised yield (percent) 
1. 1900-1919........... 2. 1900-1931. ........... 6.6 | 6.1 | 6.1 | 5.8 
AGA 1iekacccsccue ---| 1920-1931........ ioe 6.6 | 6.9 ye 6.8 
3. 1900-1919_......-. 1932-1943. ........... fut APR ea | 8 ‘ 5.1 5.2 
4, 1920-19391.......:..-..<} 1092-1043__.......... 6.7 6.2 5.6 5.3 
§. 1932-1943_....- enh 1932-1943_...........-] 5.7 4.6 4.3 | 3.6 
Seb OMbingy ©. iiiic i Asbsike cdot adbatcceaa 6.4 | 6.0 5.4 4.8 
| ———EEEee in iar — 
| Loss rate tecnteuls 
4, 1000-1010... ......-..<} 1000-1981..:......... 20, 0.2 $—5.8 3—0.9 
9, 1920-1931-............. | 1920-1931.......:...- 33 3—.2 | 0 31.4 
3. 1900-1919_. -+| 1989-1988... daccccchsc-ccsaccesuas~ 1 +2} 3— 1 
4. 1920-1931 ..| 1932-1943_..- ae 4.6 2.7 9 3—.3 
5. 1932-1943_. ~z| 1082-1043_-...2...... *—-1.0 | §—8.5 | $—1,.2)| §—}.1 
All offerings ?........ i de i re 2.3 5 | s'— 8 | 3—.9 
| | . 
Realized yield (percent) 
1, 1900-1919_........_....] 1900-1931.__._....... | 7.4 | 5.9 11.9 6.7 
S. SOR TOL ccsccssckunee 1920-1931.......2--. } 6.4 Seal | 7.1 | 8.2 
3. 1900-1919 ..--| 1932-1943_. aS 5.3 5.3 5.3 
4; 1990-1931..............] 1982-1943... .:...-... | 2.1 | 3. 5 4.7 | 5.6 
5. 1932-1043.... _..| 1932-1943- eaainn’ 6.7 8.1 | 5.5 4.7 
AU OM ePingh 864. 2.54432-|-0-0snk.2sssaasca-5e8 4.1 5.5 | 6.2 5.7 
Par amount of offerings | 
(millions of dollars) ....!_.........-....-...... | 739 7, 525 3, 377 | 6, 110 


| 
t 





1 Yields and loss rat 
rpor ate reorganizat 
data cover all issues 
sam] le of smaller issue 
2 Including bonds outstanding before 1900 as well as those outstanding at the end of 1943. 
’ Capital gain (call premiums exceed losses). 


es are weighted averages. Excludes issues offered by contract modification during 
ns, ete., and issues on which information on asset size of obligor was lacking. The 


> 


$5,000,000 and over for which information was available and an adjusted 10 percent 







Source: W. Braddock Hickman, Statistical Measures of Corporate Bond Characteristics and Experience 
unpublished manuscript), table 206 and Hickman, op. cit. (in press), table 3. 


As we have shown in section 2, W. Braddock Hickman, in his study 
of Corporate Bond Quality and Investor Experience, finds that the 
default rates on industrial bond issues, 1900-1943, varied inversely 
with the size of the issuing firm, being highest for the smallest firms, 
which, here, meant up to $5 million in assets. On the other hand, 
the interest rates these smaller firms had to pay on their bonds (i. e., 
the promised yields—the yields that investors would have realized if 
the bonds were paid in full at maturity date without prior delay) 
were also higher. Taking the record for 1900-1943 as a whole (sum- 
mary section of table 14), the higher yields did not fully compensate 
for the higher losses experience. The average realized yield on the 
bonds of companies with assets of less than $5 “million was 4.1 percent ; 
the average realized yield on bonds of corporations with assets of $5 
million to $99 million was 5.5 percent. For corporations of still larger 
size, the realized yields were 6.2 percent (assets $100 million to $199 
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million) and 5.7 percent (assets $200 million and over). In the issues 
by the large companies, any losses due to default were more than off- 
set, on the average, by gains due to prepayment.” Although the pro- 
mised yields on the small- -company issues were, therefore, substantially 
higher than for the larger companies, the realized yields were ap- 
preciably lower. 

In certain respects, however, this consolidated record of four decades 
of industrial corporate-bond history is misleading. The results are 
heavily weighted by the catastrophic events of the great depression. 
If we look at experience both before the depression struck and after- 
ward, the picture is rather different. 

In the body of table 14 we distinguish among industrial bonds of- 
fered and extinguished before the depression (groups 1 and 2), those 
offered before but extinguished during or after the depression wees 
3 and 4), and those offered and extinguished during or after the de- 
pression (group 5).* The pattern of ‘promised yields by size of bor- 
rower is fairly similar in all cases but one. Smaller firms paid higher 
rates, except in the case of bonds issued and extinguished in the 
twenties (group 2). Here it appears that the bonds of large obligors 
that were issued at high yields were prepaid (compare the promised 
yields of group 2 with those of group 4, which were offered in the 
same period but extinguished in the thirties) - ~an option that was 
either not available to or was not exercised by the small obligors. For 
this reason, together with the slightly higher loss rates on small- 
obligor bonds than on large-obligor bonds in group 2, the realized 
yields on the small-obligor bonds in this group were somewhat lower 
than those in the large- -obligor bonds. However, the really high loss 

rates on small-obligor bonds were experienced only on those bonds that 
were spend in the twenties and extinguished in the thirties and early 
forties, i. e., those that were subjected most heavily both to the quality- 
deterior: ke influences of the pre-1929 boom and to the subsequent 
effects of the depression (group 4). Here the loss rates on issues of 
small firms were strikingly higher than on the issues of large firms. 
The result is that, by and fave it is only in the case of these ‘bonds— 
issued in the twenties and extinguished in the thirties and early 
forties—that realized yields were markedly lower on the issues of 
smaller firms. The differential yield paid by small firms in the twen- 
ties was by no means sufficient to offset their differential loss rate in 
the thirties. But it was just about adequate for bonds extinguished 
before the depression (groups 1 and 2), and far more than adequate 
for bonds issued after the depression (group 5). 


16 A question may be raised as to whether call premiums should be included in the calcu- 
lation of realized yields, since they are realized only when the state of the market and the 
financial situation of the obligor is such as to make prepayment worthwhile. However, the 
possibility of prepayment is obviously taken into account by the investor and is presumably 
reflected, to the extent possible, in the yields at time of issue, just as the possibility of 
default is reflected. The yields as calculated, including call premiums, mensure the rate 
of return an investor would have realized in the aggregate had he bought the bonds at 
offering and held them until they were extinguished. However, it must be admitted that 
the call-premium feature does not have a direct counterpart in the case of short-term busi- 
ness loans unless they have prepayment penalties. 


17 Omitted are a few bonds outstanding before 1900 and extinguished before 1943, as well 
as those still outstanding at the end of 1943. 
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Table 15 supplements this evidence in a different way. Here, 
Hickman’s materials relate not to the yields and loss rates on bond 
offerings in a given period, but to all bonds outstanding at the begin- 
ning of each 4-year period. Hence, the promised y ields represent “the 

markets’ appraisal of the bonds of obligors of different asset size, and 
the realized yields show how the investor would fare had he invested 
in the bonds at the beginning of each period and liquidated his hold- 
ings at the end of the. period, in the meantime experiencing such de- 
faults or prepayments or change i in market price of the bond as ac- 
tually occurred. 

Again, the promised yields are typically higher for the smaller 
firms in every period. The loss rates, also, are typically higher—that 
is. in all but three of the periods covered (1908-11, 1916-19, and 
1940-43). The realized vache are less regular in neers in some 
periods (notably 1908-11, 1916-19, 1920-23, 1924-27, 1936-39, and 
1940-43) showing higher yields for the smaller size Sai and in some 
periods (notably 1900-1903, 1904-07, 1912-15, and 1928-31) showing 
lower realized yields for the smaller firms. In short, the aggregate 

results, from the point of view of an investor, during these 4-yea 
periods were often more satisfactory but, occasionally, less abuses. 
tory in the case of bonds of small than of large corporations. It is 
interesting to observe that the differentials in promised yields against 
the smaller corporations became especially large in 1908-11 and in 
every period since 1932, after the heavy losses on the issues of small 
firms in the immediately preceding periods (1904-07 and 1928-31). As 
it turned out, these differentials were by no means required to offset 
differential losses in the subsequent periods (except in 1932-35). 
Hence, realized yields on outstanding issues of small obligors sub- 
stantially exceeded those on the issues of lar ge obligors. 
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TABLE 15,—-Yields and loss rates on industrial bonds over 4-year periods of 
investment, by asset size of obligor 


PROMISED YIELD 


[Percent] 














Assets of obligor (millions of dollars) 
Period es Ue he 

| Under 5 to 99 100 to | 200 and 

§ 199 | over 

: ‘ sa we i te ct is aii ee a ee 
iss wabhnccen piesa dels ccs eid eee ee 14.6 |} 4.8 | 14.7 | 14,7 
OORT ee ‘ech in hee Bateau pi OS aa oS ie Bi ie 6.4 15.1] 5.8 
NO008~41. <5. ==: 3... se alsa ctgh sSeeeade ee eee bee a2 bees 7.6 | 15.7 5.1 
1912-15 6.1 | 5.2 4,5 
IOI 19. ne ce 6. 2 4.6 | 4.6 
1920-23 8.2 6.6 | 5.5 
NN a a 7.4 | 6.4 | 6.7 
1928-31 : B : 6.6 5.6 5.1 
a tha is ee eo A a ao 19.0 16.9 17.2 | 8.6 
1936-39___._. =. cs Soebn  Taeea OEE EEE a 7.6 | 6.3 18 4.1 
SURG Foal oe a | lias, een a oe ee 9,2 | 7.6 3.6 | 3.1 
BIN antec ap coopera So nieae oa ie Sane annie tani annem 6,2 4. 6 3.1 | 2,8 

LOSS RATI 
ER oe ok be RS oe ek oa ndtaebacees | tc7 0.1 | 0.6 12-27 
I octet weet Si ae i égdneitiieis | 1,8 | 6 | —3,0 
see Fh eee eee es a ae 2—3.2 I— 6 12-24 
bes sinc ead = daaisnddciatinindtimusbighdeulsbebeedeied 11.1 | 24) %~.6] 0 
NO a ag ag 23 2.6 
ac snack sake cabin ths adie aa ecccdedee eck selene oes 2.6 | 2.9 2—1.4 
DA is in perth enirsintgadod pice en eennnd <oasaan kcal amuaees Sane Of —.6} %1,6 
I fee cn ne ee 16,0 | 10.9 | 6.2 2.1 
AN sae Oe aa Ben a ae ae are tee a 8 Bae | 8.3 16) %-18) t—4,8 
ss ue ba canaunwasrine dad ainata cat uk: aie mea: 1.4 2, 4 | a 9 
RN 6.50 oS a SS eee Sea | %-62] 31 | a 5 
REALIZED YIELD 
| 

INR in eae ee Sa ee SR net 12.9 4.7 14.1 17.4 
1904-7___.- x heer fe 4.6 14.5 8.8 
SN eas io Rie he eg ede 10.8 6.3 7.5 
1912-15___. Fe ree eee sczcethe crederac avabuettocee 15.6 3.7 5.8 4.5 
I Re oR en a ee a ae 1.5 2.4 2.0 
ee ee i ae eee a at &.8 7.5 6.9 
DRS ecccas m= Sialic oe tate nee oe be docu easenusel connate 7.4 | 7.0 7.3 
1928-31... ath: donadhneudbaes ywkcndaeeaacieakawmale neteen 16 | 4.3 6 3.0 
Re IS NEPA ANS ‘ | 10.7 | 18 19.0 13.4 
NII Fane ego k tare ie he cee CALS ie de LE | 6.2 | 3.9 | 3.1 33 
So ih eam peat e Ga eee ee ale Oe a eee oe 15. 4 10.7 | 3.9 2.6 


1 Based on less than 5 issues. 
2 Capital gain. 


Source: Hickman, op. cit. (in press), table 112 and underlying tabulations. 
I i : 


Hickman comes to the conclusion that issues of large obligors be- 
have most nearly like high-grade issues by whatever quality standard 
utilized and small-firm issues behave most nearly like the lower grade 
issues. “The market generally, along with the rating agencies and 
the legal lists, has shown a preference for the power and financial 
strength of large corporations and for the liquidity of large issues.” * 
He suggests two institutional reasons why returns do not appear to 
have equalized between large and small obligor issues after allowance 
for losses and call premiums. First, the market for corporate bonds 
may be dominated by institutional investors inhibited by either super- 
visory agency regulations concerning defaulted bonds or by fear of 


18 W. Braddock Hickman, op. cit. (in press), p. 20. 
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public misunderstanding should any great number of defaults appear 
in their portfolios. These considerations would prevent institutions 
from any great acceptance of risks involved in small obligor offerings 
even though they could easily minimize risks through adequate diversi- 
fication among offerings. Second, if the market were dominated by 
small investors who could not diversify, they would naturally favor 
issues of large obligors for their preferred quality status, and yields 
on issues of smaller firms would tend to be higher. A third point 
mentioned by Hickman as a possible explanation of the higher real- 
ized yields that have often obtained on poorer quality and smaller 
firm issues is that, in addition to yields sufficient to offset expected 
losses, the investor may require an additional reward for bearing a 
higher risk. 

[f lenders to small business are, in fact, either unable to diversify 
adequately or recall too vividly the relative effects on small business 
that the great depression had, any reasonable compensation for mak- 
ing loans to small and high risk firms may be insufficient to induce 
the wholesale granting of ‘such loans. In this event r ationing in the 
availability of credit to small firms rather than changes in the rela- 
tive price of loans to small and large borrowers, such as appeared in 
the corporate bond market, may be the consequence. That some, at 
least, of the results of the bond study have their counterpart in the 
commercial loan market is suggested by the analysis to which we 
now turn. 

B. Commercial bank loss rates and earnings 

Evidence on risks and gross returns from lending to smal] business 
is provided by our analysis of gross losses and gross interest earnings 
of banks that lend in varying degree to small business. The data used 
for the analysis are for 138 banks participating in the 1955 loan sur 
vey, from one of the Federal Reserve Districts.” A comparison of 
loan portfolio and operating characteristics of these sample banks 
with all member banks (excluding those with over 8500 million of 
deposits) indicated sufficient similarities so that findings from the 
sample banks should not be discounted as particular to those banks. 
This comparison showed ot : e gross losses and interest earnings of 
the sample banks, arranged by size of bank, were similar to those of 
all member banks, and that the relative importance of loans to busi- 
nesses of different size and to other broad categories of borrowers 
in the two groups of banks corresponded closely. It would be highly 
desirable, however, to expand the sample of banks, analyze a less 
prosperous year than 1955, and test the results in other ways. It is 
planned to do this as the study proceeds during 1958. 

Risk and gross returns are measured in terms of gross losses and 
gross interest earnings on all outstanding loans (including farm, per- 
sonal, securities, mortgage, and other loans not covered by the term 
“business loans’) of individual banks or groups of banks. Losses 
are measured without adjusting for recoveries because the unadjusted 


” The methods and rationale underlying the analysis are given in appendix A. It should 
” understood that this analysis deals with differences in gross losses and gross interest 
earnings on loans, and does not take into account differences in the overall profitability of 
doing business with small and large enterprises. Thus, lower interest charges on loans to 
large business may reflect, in part, other aspects of servicing larger businesses, such 
as size of deposit balances held and other transactions, which may be more profitable than 
similar servicing of small business. 
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loss figure appears to be a preferable measure of current risk on out- 
standing loans. Risks, or gross loss experience as risk is measured 
by these data, and gross interest returns from lending to small busi- 
ness are inferred by comparing differences in such experience bet ween 
banks which lend to small business in varying degree. Small busi- 
nesses are taken to be those of asset size under $250,000. This seemed 
to be the best single definition for purposes of this analysis, although 
it includes businesses which might be considered large in some indus- 
tries, and excludes businesses which might be considered small in some 
others. 

The pattern of bank lending to small business was developed from 
the estimated percentage that loans to small businesses constituted of 
total loans of each bank on the survey date. Condition report data 
for other types of loans were adjusted, where necessary, to make them 
comparable with survey totals of business loans. Loans to small 
businesses and loans to other borrowers are measured in relation to 
total loans (i e., business and other loans) rather than to business 
loans only, because gross losses and gross interest earnings are reported 
only for total loans in the earnings and divided reports to the super- 
visory agencies. Variations in the ratio of small business loans to 
total loans provide a way of measuring the effects of small business 
loans on the bank’s total loss and earnings experience. 

(a) Simple correlations between gross loss and interest earning 
rates and louns to small business—Measuring the data in this way, 
the following rank correlations were obtained between the degree of 
lending to small business and gross losses and gross interest earnings 
per hundred dollars of loans: 


Coefficient of 
rank correlation 


(1) Percentage of outstanding loans to small business and gross loss rates. +0. 22 
(2) Percentage of outstanding loans to small business and gross interest 
earning Tates........ sic eicshisic chee atinidagasiandd es coca aacneonats aiedtcnbiiiper st nite M Cakes te aah + .45 
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While these correlations are very low, they do suggest that a re- 
lationship, which we find more pronounced after taking bank size 
and portfolio composition into account, exists between lending to small 
business and loss experience. Both loss rates and earnings rates tend 
to be higher the larger the proportion of small business loans, in the 
bank’s loan portfolio. Further, it appears that interest earnings are 
more closely related to the volume of lending to small business than 
are experienced losses. This may reflect greater operating expenses 
incurred in lending to small business which affects the interest rate 
charged, or erratic factors affecting the loss rate in a given year, or 
these in combination with other factors. 


TABLE 16.—Loss rates per $100 of total loans outstanding of sample banks, by 
size of bank and by estimated percentage of loans to small business 









































| 
Percentage of loans to small business | Summary average of 
| columns 
Sonn eR CE -—| - — 
Low: 0 to 12.49 Medium: 12.50 High: 25.00 | Average loss 
Deposits (millions of | to 24.99 and over | rate 
dollars) a Bites F: Num- |___ Pens 
| | | ber of | | 
| Num- | Aver- | Num- | Aver- | Num- | Aver- | banks | Equal | Equal 
| berof | age | ber of age ber of | age | weight | weight 
| banks | loss banks | loss banks | loss | per per 
rate rate rate jcolumn} bank 
seainaiancaeiinrncenciniscenideds iii cl aacacicctis Mictaasageing ile — N us 
7 | 
Under 5....- s| 0.060/ 19] 0.191 10 | 0.330 37| 0.197} 0.202 
5to9 : diieatasictanie 3 . 064 | 8 . 158 8 . 159 19 | - 127 - 143 
10 to 19.___- eae 3} .099 | 12} .173 8| 236 23} .169 185 
20 to 49... base 3 - 158 | 13 . 051 9 - 154 | 25; «121 | -101 
50 to 99 : 5 | .082 | 8 . 062 | 3 . 246 | 16; .130| - 103 
100 to 499 dosscssuienl 14} .082 | Ol Gees 18 | 1(.088)} . 085 
Under 100 (average with | | 
equal weight per size 
class Easahhes |} 22] .004) 60] .127 38} 225 120 |...- 155 
Under 500 (average with | | 
equal weight per bank) ..--} 36 - 085 | 64 } 133 38 . 226 SOO hencee ‘| - 146 


1 Average of first 2 columns only. 
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Chort 4 


LOSS RATES BY SIZE OF BANK AND PERCENTAGE OF LOANS 
TO SMALL BUSINESS 
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Nore.—Loss rates are shown per $100 of loans outstanding. 


( b) Lape rie nee in le nding to small busine SS, Sé parate ly for small and 
large banks.—The relationship between lending to small business and 
gross losses is somewhat more striking when size of bank is taken into 
account (table 16 and chart 4). Banks are grouped by deposit size 
and by three classifications of the estimated percentage that their 
small-business loans are of their total loans. The basis used to group 
banks as “low” (percentage of loans to small business, 0-12.49), 
“medium” (percentage of loans to small business, 12.50-24.99), and 
“high” (percentage of loans to small business, over 25) was to include 
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in the “medium” group roughly half of the banks, leaving almost a 
fourth of the banks in the “high” and “low” group, respectively. 
The terms “low,” “medium,” and “high,” are not intended to suggest 
standards of any kind, but are simply a convenient way to characterize 
loan portfolios in terms of the relative importance of loans to small 
business. In particular it must be stressed that banks with “low” 
percentages of total loans to small business include large banks whose 
dollar volume of loans to small business exceed by many times that of 
many small banks with “high” percentages of total loans to small 
business. 

As shown in these exhibits, within each size group of banks those 
banks that lend to small business in greater degree have higher loss 
rates (with two exceptions). The first set of aver ages at the foot of 
the table summarizes this tendency. The average loss rate for each of 
the five groups of banks below $100 million in deposit size is given 
equi al weight. In reading these summary averages horizontally, bank 
size is essentially held constant over the three small- business loan 
classifications. Standardized in this way for bank size, it appears that 
in this sample banks which were estimated to lend to small busines to 
the greatest degree nae ‘rienced losses some 10 cents (per $100) more 
than banks which lend to small busines in a moderate degree, and 13 
cents (per $100) more than banks which lend to small business to a low 
degree. Relatively, the loss rates in the top group are almost 214 
times as large as those in the bottom group. 

The summary average loss rates ($100 of total loans) for each size 
cla issificat ion of banks are shown at the right of the table, computed in 
2 distinctly different ways. In the first set of summary averages the 
loss rate of bank groups in each of the three columns (low, medium, 
high) are given equal weight, irrespective of the number of banks in 
the particular cue, In the second set of summary averages the 
loss rate of each bank is given equal weight. <A simplified way to 
interpret the first set of averages is to visualize each loss rate in the 
body of the table as though it represents 1 bank; then the first set of 
summary averages at the right is a simple average of 3 banks in each 
size class of bank (except the largest). Thus the number of banks 
lending to smal! business in different degree is equalized for each 
bank size class. Asa result, the difference in average loss rates between 
banks of deposit size $50-$100 million and under $5 million are reduced 
from 0.099 to 0.067 (per $100 of total loans) or by about one-third 
of their difference before this adjustment. In general a comparison of 
the two types of summary averages indicates that average loss rates of 
all size groups of banks tend to be equalized in this way. This indi- 
cates that the higher loss rates of small banks are partly accounted for 
by the higher percentages of small-business loans in the loan portfolios 
of small banks. 

The remaining differences may also be explainable by variations in 
other loan portfolio components, rather th: an by bank size itself. This 
possibility is further suggested by the result that the average loss rate 


a 


(0.085) over all sizes of banks lending least to small business. shown 


_* This follows a principle of classification suggested in connection with related considera- 
tions in an article by Wendy M. Gibson and Geoffrey H. Jowett, ‘“‘ ‘Three-Group’ Regression 
\natysis,” Applied Statistics, June 1957. p. 119. The actual ranges of loans to small bust- 
ness for these groups are: low, 2.58-12.44 percent; medium, 12.64—-24.81 percent: high, 
25.05-—60.55 percent 
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in the second set of summary averages at the foot of the first column 
of the table, is the same as the average loss rate (0.085) for the 18 
iargest banks. 

These findings provide partial, although not complete justification 
for bypassing size of bank in the next stage of the analysis. In this, 
banks are grouped by loan portfolio composition, and deposit size of 
bank is not held constant. One reason for this method of analysis 
is that differences in interest earnings on all loans cannot meaning- 
fully be examined by the means used in table 16. This is because varia- 
tions in components of the loan portfolio other than loans to small 
business, which entail different degrees of risk and expense, are not 
held constant between the banks which lend to small business in differ- 
ent degree. That other types of loans did, in fact, vary over the small 
business classifications used in table 16, is borne out by examination 
of loan portfolio composition (other than loans to small business) for 
the several bank groups in the table. 

(c) Gross losses and interested earnings in lending to small business, 
taking loan portfolio composition into account.—In order to hold loan 
portfolio components substantially constant, while the percentage of 
loans to small business varies, banks were reclassified (ignoring deposit 
size of bank) according to the degree to which they lend to ‘farmers, 
consumers, and residential homeow ners, and to small and large busi- 
nesses. It should be noted that in some cases loans other than so-called 
business loans may in fact be used for business purposes. There is no 
way to take this into account in the present analysis, and it introduces 
an additional source of possible error. However, since the main con- 
cern of the analysis is with differences between banks in portfolio com- 
position, this factor need not distort the analysis unless it is related in 

certain ways to the principle of classification used here. One example 
would be if most of the loans to consumers by banks which appear to 
lend extensively to large business and less extensively to small ee 
are in fact used for the purposes of financing small business, where: 
loans to consumers by banks lending heav ily { to small business are ie 
used in financing small business. While such a difference in the be- 
havior of borrowers from the different bank groups seems unlikely, 
it is nevertheless a possibility. 

The basis for classifying the percentage of loans to small-business 
was indicated above. Similar principles were applied to classify 
banks 3 ways as lenders to large business (low: under 10 percent; 
medium: 10 to 25 percent; high: 25 percent and over), and 2 ways 
each lending to farmers (low: under 15 percent; high: over 15 per- 
cent), and to consumers and on noninsured residential mortgages 
combined (low: under 40 percent; high: over 40 percent) .™ By this 
method of maximum of 36 subgroups of banks could be generated 





11 Ranges for these groups are: 


Low Medium High 








Percent Percent Percent 
Loans to large business se ehwnee Sestak ate 0 -9 44 10. 13-23. 87 25. 64-61. 69 
Loans to farmers ela wemg tances aad EE ai mmmaa rae | 17. 12-64 38 
Loans to consumers and on real estate-- PR SE Fe sewecdadse 40. 24-86. 28 


= = i 
a i Rr a i oar 


—_- imi Aaa, ea 


—s ts pe ts ee ee ee ee 





69 


FINANCING SMALL BUSINESS 87 


and a maximum of 12 groups of 3 each yielding estimates of differ- 
ences in loss experience and gross interest experience as lending to 
small-business increases, with other loan components held substan- 
tially constant. 

The results of this classification of banks are shown in table 17. 
To illustrate its interpretation, consider cell group (e) in the middle 
of the table. Twenty-seven banks fell within this group, lending 
as compared with all other banks, in a low degree to farmers, medium 
degree to large businesses, and a high degree to consumers and on non- 
insured residential and related mortgages. Of the 27 banks, 6 loaned 
to small businesses to a low degree (0-12.49 percent of total loans out- 
standing), 13 to a medium degree (12.5-24.49 percent), and 8 to a 
high degree (over 25 percent). The simple unweighted average loss 
rate shown in the body of the table for each of the 3 groups increases 
somewhat as lending to small-business increases. The gross interest 
earning rate tends to increase, although not as consistently as the 
loss rate. 


TABLE 17.—Average gross loss and interest earning rates (unweighted) of sample 
banks classified by estimated loan composition on Oct. 5, 1955 


Consumer and noninsured residential real estate loans 
Business loans 












































| Low (0 to 40 percent) High (over 40 percent) 
| } Average Average | Average | Average 
To large business Tosmall | Number | loss rate | interest | Number | loss rate | interest 
business | of banks (un- rate (un- ofbanks| (un- | rate (un- 
ae Tay iweighted)|weighted) 
TES a ei | 36 Benin 
Farm loans low (0 to 15 percent) 
| - | = toe | Gi 
(a) | (d) | 
|{Low...- a feneesanss piakiekdabatuiibies 2 0. 032 | 6. 075 
Low (0 to 10 percent) ...--}{ Medium..j_..---. = + | 13 | 0. 184 | 6. 307 
i(High 2 0. 362 5. 046 | 2) 0.034 | 6. 200 
| 
o. | | © 
PONG sa ins Jone-onengafowenns- seananenisiog 6 0. 106 6. 009 
Medium (10 to 25 percent)... .|{Medium.-| 1 0.028 | 4.795 13} 0.125 5. 986 
| (High. ---| 7} 0.120) = 5.538 | 8} 0.136 | 6. 086 
| 
| (c) | | i; 
AG once) 14 0. 093 4.401 | 5 0. 080 4. 607 
High (over 25 percent). ......|{Medium--| 13 0.079 4.741 | 5 0. 035 5. 300 
| (High... ___| 7 0. 146 5. 577 posrecens Peete ioc Le Sa 
| | | Farm loans high (over 15 percent) 
Li) ow | | | 
| (Low... 3] 0.125] 4.998 | 6| 0050 7.719 
(0 to 10 percent) _. is Medium. . 14 | 0. 206 6. 312 3 0. 043 6. 333 
|| High... | f | 0. 530 6. 896 4} 0.288) 6.104 
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| | (h) a Gey 
flow ee Bu dle siete eles betula: Mean tiehaeasdene Masouaietieee mee 
Medium (10 to 25 percent) ...|{ Medium..| 2 0.012 a Licsess eet ieiss |---------- 
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| High....--| [esac aoc ‘ --|- | d 
i 


28855—58——8 





TE RATE ae alae one — — 





88 FINANCING SMALL BUSINESS 


SUMMARY AVERAGES 


Simple average of cells (c), (d), (e), | Simple average of cells (5), (c), (d), 


(9), (i) (e), (9), @), Oy 
Loans to small business oe ais en Bel 2 ee bs oss 
(percent) | | 

Number | Average | Average | Number Average | Average 
of banks | loss rate po rate) of banks Pf loss rate interest rate 
ses yore ae eer ee Ae s eo ee 

Percent Percent | Percent ee 
Fa) er ae 31 0. 081 5.840 |._- eee aties Pets 4 
Me dium (12.50 to 24.99)....--. 56 - 127 5. 940 59 0.097 5. 672 
High (25.00 and over) 27 "226 6.173 36 re 5. 986 








Notr.—For description of loans in each classification see appendix A. 


Five cells (c, d, e, g, j}) contain observations for each of the 
three categories of small-business lending, and two others (b, h) for 
the subgroups which include banks lending to small business to a 
moderate and to a high degree. It is on these that the analysis 
centers. 

The first point of interest is in the general ordering of loss and 
interest earning rates on total loans. Although there are excep- 
tions, the general pattern shown is that, holding other components 
of the loan portfolio substantially constant : 


(1) Loss ee increases as lending to small borrowers 
increases. 

(2) Interest earning rates on loans increase as the degree of 
lending to small borrowers increases.2 


However, it must be recognized that the subcells contain very small 
samples of banks and that the variation among banks in gross loss ex- 
perience within each subcell group _ large. The s standard devia 
tion was computed for each group of five or more observations and 
found to be larger than the average for almost every group. Thus, 
the results derived from this table, although consistent with the 
analysis in which size of bank alone is taken into account, should be 
regarded as suggestive and tentative until they are checked against 
further an: alysis of similar data. A still better chec k, of course, would 
be provided by an analysis based on direct experience on loans to small 
business, rather than one that, as in this case, infers the results from 
differences in bafik erperience on loans generally. 

The broad averages are summarized at the foot of table 17. These 
indicate results for loss rates substantially the same as those shown 
previously in table 16, but now also permit inferences about cross 
interest earnings of banks which lend to small business to a varying 
degree. Banks lending in the highest degree to small businesses in 
this sample are found to have experienced losses some 10 or 11 cents 
creater and gross interest earnings some 23 to 31 cents more per $100 
of outstanding loans than those banks lending to small business to 
a moderate degree; and losses some 15 cents and gross interest earn- 
ings roughly 33 cents more per $100 of outstanding loans than banks 


22The ordering is, however, much more consistent between the medium and high classes 
than over the three groups, low, medium, and high. Thus for loss rates the 3-way order- 
ing is such that it would occur by chance 1 out of 10 times in a random grouping of these 
nbhers, while in the movement from medium to high for 7 cells, the loss rate is higher in 
the expected direction 6 out of 7 times for which the probability of occurring by chance 
alone is only about 1 out of 20 times. 
The corresponding ordering of interest earning rates is not as consistent, having a prob 
ability of occurring by chance about 1 out of 3 times for the 3-way classification and about 
1 out of 6 in the medium-high groups for 7 cells. 
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lending to small business to the least degen. In general, the tend- 
encies suggested by these data are that banks undertake greater risk 
in lending to small businesses (as measured by experie snced losses on 
the average in the period studied), and appear to be somewhat more 
than compensated for it, at least before additional costs in lending 
to small business are taken into account. 

Summary data from the bank groups of table 17 are shown in table 
18. These data were averaged for banks grouped in the 5 cells 3 
ways (“low,” “medium,” and “high” lending to small business), and 
the 7 cells 2 ways (“medium” and “high” lending to small business). 


TABLE 18.—Summary for bank groups in table 17—Average gross loss and interest 
earning rates, portfolio composition, business loan size, and deposit size 








Simple averages of cells (ec), (d), (e), | Simple averages of cells (b), 
(g), () (ec), (a), (e), @), ), G 
Pate eee See ee wee ‘| | 
item Proportion of loans to | Proportion of 
Total small business Total | loans to small 
| classified classified business 
banks i a aA | banks ta ee 
| Low | Medium! High | | Medium High 
: aT OTe i , i awe ae 
Number of banks- ..- 114 31 | 56 27 59 36 
Rates per $100 of total loans out | | "a 
standing: 
Gross loss... | 0. 153 0. 081 | 0.127 | 0.226 | 9 170 | 0.097! 0 212 
Gross interest earning | 5.843 | 5.840 | 5.940 | 6.173 5. 804 | 5.672 | 5. 986 
Excess of gross interest earning | | | 
over gross li 5. 690 5. 759 | 5.813 | 5.947 ». 724 | 5. 575 5. 774 
Loan composition: "Perodateke of total | 
loans to— | 
4mall business. . a 8. 55 17.85 | 20.94 | 17.02} 31.78 
Large business - -- 15. 03 13. 13 12.81 | } 14. 29 14. 38 
Farmers Ms 15. 11 14.45 | 12.88 }_- | 14. 98 14. 29 
Consumers and on real estate... .|_- | 50.45 42.72 | 41.60 |. ogni 39. 39 35. 94 
Verage business loan (dollars) cas | 16, 831 11, 539 8, 709 |. ‘ 11, 608 | 9, 079 
verage bank deposits (thousands of | 
“ti ylars) . ... ae Jpoveneeeno 46,161 | 28,697 | 15, 528 | 32,566 | 18,217 





For convenience, the summary gross loss and interest earnings 
shown at the foot of table 17 are repeated. Apart from these data, 
the table shows the net interest earnings of these banks after gross 
loss rates are subtracted. It can be seen that the interest earnings 
(net of losses) of banks lending to small business in greatest degree 
are 13 to 20 cents (per $100 of loans outstanding) greater than for 
hanks lending to small business in moderate degree, and some 18 to 
19 cents greater than for banks lending to small business in the least 
degree. In short, the differences in gross interest earnings which pre- 
sumably are associated with differences in lending to small business 
by these banks are reduced some 40 percent by taking into account 
corresponding differences in loss experience. 

While differences in interest earnings remain, their significance 
should not be exaggerated. Considered in relation to average levels 
of interest earnings they are quite small. After adjusting for losses, 
one-tenth to two-tenths of 1 percent differences in interest earnings 
remain in comparison with average interest earning levels for these 


It may be noted that, as between the 5- and 7-cell averages, the addition of only 3 banks 
in ‘the medium Class has a rather large effect on the loss and interest rate av erages. The 
method of taking simple averages of cells, which is necessary in order to equalize loan 


portfolio categories, in this instance probably overweights the importance of the three 
banks 
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banks as a group of 5.8 to 5.9 percent and a range for individual banks 
from under 4 to over 8 percent. 

The next set of figures in table 18 indicates the summary average 
loan composition for these banks. It is to be noted that the loan 
components other than to small business could not be kept completely 
constant, although they are substantially equalized, especially for the 
medium-high comparison. To the extent they are not constant, the 
observed differences in loss and interest experience between groups of 
banks may reflect the reduced importance of other loan components as 
well as the increased lending to small business. 

A point still unanswered is whether all or part of the observed 
differences in interest earnings net of losses reflect charges for other 
aspects of risk, such as possible differential loss experience during 
business declines, differences in industry composition among the small- 
business borrowers, and higher operating cots per dollar of loan in 
lending to small business. Or do the remaining differences reflect the 
fact that banks obtain a risk premium in the form of higher rates from 
small businesses than can be accounted for by higher average losses 
and operating expenses involved in lending to small business? Fur- 
thermore, if such a premium is observed, does it appear to be sub- 
stantial or rather small, as the results of the foregoing analysis sug- 
gest? 

It can be noted that a least some portion of the small remaining dif- 
ferences in adjusted gross interest earnings reflect the higher cost per 
dollar of loan in making the smaller loans that small business firms 
typically require. This is suggested by some preliminary work by 
Albert Levenson at the National Bureau of Economic Research, from 
which a guess can be ventured that at least part, if not all, of the 
remaining differences in gross earnings is accounted for by differences 
in the average size of loan of banks which lend in varying degree to 
smal] business. As shown in table 18, the average size of business loan 
is decidedly smaller for groups of banks which lend more extensively 
to small business. In addition, for whatever independent influence it 
has on loan costs, the average size of bank is also smaller. 

The apparent influence on costs, and therefore on interest charges, 
of the average size of loan which banks extend is indicated more sharp- 
ly in table 19. It is to be noted that so far our comparisons have 
been between lending to smal] business and lending to all other types 
of borrowers. This table, which consists essentially of a summary 
of some of the bank groups shown in table 17, permits a more direct 
comparison between banks which lend extensively to small businesses 
and those which lend extensively to larger businesses, though for a 
greatly reduced number of banks. Some banks which lend heavily 
to small businesses are excluded from this comparison because if they 
were included, lending to borrowers other than business could not 
be equalized for the two groups of banks. 

As noted above, the average size of business loan differs much more 
sharply between these groups of banks than shown in the previous 
table, and so do average gross interest rates, which are shown here for 
business loans (computed from loan survey returns) as well as for 
total loans. It is noteworthy that as between the two groups of banks 
shown here the average difference in interest rates on business loans 
is almost precisely the same as the difference found in interest earn- 
ings on all loans, though the business loan rates were lower. (However, 
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this degree of correspondence was not found for various of the sub- 
groups of banks which lend extensively to small business.) 


TABLE 19.—Summary averages for bank groups in table 17 which lend extensively 
to small and lurge business 


of total loans to: 
[tem 








business 


business 


| Banks with over 25 percent 


Small | Large 


en a | 








Number of banks 44 
Rates per $100 of total loans outstanding: a 
CONE COU os cs li cias. i d oe bs cass gb igbey nd hbewiae~ eee $0. 087 
Cee SG i cuba 4. 586 
Gross I terest earning. Sass ce dale sibel elves dipdiieiomen-cicderensaiiadies dies nila ieastiivies th dieilndice dateaieaes 4. 925 
Excess interest earnings over loss_...-------- aap 4. 838 
Loan composition: Pro ppcbeaes of total loans to— 
Small business........--. ise deeviaambaa ao 15. 86 
Large business. er Scanlan rake aio custome scams ‘ 37. 43 
Farmers. cum bigeed ttgititibbhitip brane hcbiii_ticeapdantatts 1. 27 
Consumers and on real estate... 36. 48 
Average business loan... a tis Satinndicctienmenadpeninennn Suara’ ‘ $29, 125 
heetean beak Genoese ((RONMMNGD) oka tcedee cectcainesasicneieneceicessnes 95, 144 





For this sample, loss rates of banks which lend extensively to small 
business (35 percent of total loans) and moderately to larger business 
(16 percent of total loans) are on the average about 714 cents per $100 
of loans greater, or almost double, the loss rates of banks which lend 
extensively to large business (37 percent of total loans) and only 
moderate ly to smaller business (18 percent of total loans). At the 
same time gross interest earning rates of the 26 banks lending heavily 
to small business are about 76 to 80 cents per $100 of loans greater 
than for the group of banks which lend more to large business. 

In this comparison of banks it turns out that although the loss 
experience in 1955 of the studied banks lending most extensively to 
small business is almost twice as large as experienced by banks lend- 
ing most heavily to large business, ‘the difference accounts for only 
10; percent of the observed differe nce in interest earnings (a diferenne 
of 714 cents in losses per $100 of loans compared with 76 to 80 cents 
in gross interest earnings per $100 of loans). The appreciably larger 
difference in adjusted interest earnings thin found previously is 
believed to reflect at least in part, the larger difference in average 
size of business loan and related difference in costs per dollar of loan 
between the two groups of banks which engaged extensively in 
financing business. 

(d) Summary.—From an analysis of a sample of 138 banks, which 
resemble the entire population of member banks (excluding the largest 
banks) in a number of respects, it was found that the banks that 
loaned extensively to small business experienced higher loss rates in 
1955 than other banks. At the same time, their interest earning rates 
on loans were also higher than for other banks, and in somewhat 
greater degree than the loss rates. Whether the excess of interest 
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earnings is only partially or is fully accounted for by higher costs per 
dollar of loan in lending to small business (because of smaller av erage 
loan size, for example) is a matter we have not yet been able to explore 
sufficiently to reach a firm conclusion. 

These results were obtained taking into account the influence of 
several factors on interest earnings and gross losses, including size 
of bank, variations in certain aspects of the loan portfolio, and aver- 
age size of business loan. Such factors as variations in the industry 
composition of business, age of business, bank management (except as 
reflected in bank size), and recoveries on loans charged off were not 
taken into account. Moreover, the results pertain to a year of gen- 
eral prosperity and might be altered materially in a period of average 
or depressed economic conditions. Nevertheless, the broad results 
which emerge from this analysis, that loss experience from lending to 
small business exceeds that from lending to large business and that 
the differences in loss rates are not sufficient to account for the dif- 
ferences in interest charges are consistent with findings obtained in a 
number of other studies discussed in this report. 


AppEenpIx A 


Mernuop or ANALYSIS OF THE Loss AND EARNING EXPERIENCE OF 
138 Memper BANKSIN 1955 


This appendix sets forth the methods, data, and assumptions that 
underlie the analysis in section 7 of gross losses and gross interest earn- 
ings of banks lending in varying degree to small business. 


1. THE DATA 


The observations for the analysis were for 138 member banks par- 
ticipating in the 1955 Business Loan Survey from one Federal Reserve 
district. Data for each bank, identified only by code number, were 
coordinated from the survey and from the condition report for the 

same date, and from the report of earnings and dividends for the cal- 
endar year 1955. ‘The data from each source are as follows: 


A. Loan survey 


1. Original amount and number of business loans outstanding on 
October 5, 1955, classified by the seven asset sizes of borrower, as shown 
in “Business Loans of Member Banks,” April 1956, Federal Reserve 
Bulletin. 

2. Total loans for commercial and industrial purposes and total 
real-estate loans for business purposes outstanding on October 5, 1955. 


B. Condition report 
Loan composition : 
(a) Commercial and industrial loans. 
(b) Real-estate loans secured by other properties. 


(c) Other loans to farmers and real-estate loans secured by 
a land. 
(@) Consumer loans. 
(e) Noninsured, nonguaranteed real-estate loans secured by 
residential properties. 
(f) Guaranteed and insured loans. 
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9. Total loans inclusive of valuation reserves. 
3. Total investments. 

1. Total deposits. 

5, Total assets. 


— 
< 


. Earnings and dividends report 

Actual losses and chargeoffs on all loans, 
Recoveries on all loans. 

Interest earnings on all Joans. 

4. Total current operating expenses, 


« 
~ 


yt 


2. METHODS OF MEASUREMENT 


Measurement of lending to small business 


The pattern of bank lending to small business was developed from 
the estimated percentage that ‘loans to small businesses constituted of 
total loans outstanding on the survey date. Thus, loans to small busi- 
ness were related to total loans outstanding, the same base used for 
gross losses, interest earnings, and components of the loan portfolio 
other than loans to small business. This follows a principle of classi- 
fication suggested in connection with related considerations in an ar- 
ticle by Wendy M. Gibson and Geoffrey H. Jowett, Three-Group, Re- 
gression Analysis, Applied Statistics, June 1957, p. 119. The actual 
ranges of loans to small business for these groups are: low, 2.58 to 

12.44 percent ; medium, 12.64 to 24.81 percent; high, 25.05 to 60.55 per- 
cent. 

Small business borrowers were defined as those of total asset size 
under $250,000. This is consistent with the definition used by Koch 
in the article based on the 1946 Loan Survey, Business Loans of Mem- 
ber Banks, Federal Reserve Bulletin, March 1947. It is consistent 
also with findings of the 1955 Survey that “most business loans of 
member banks were to borrowers with relatively small assets * * *” 
and that these were concentrated in one of the two asset size classes 
under $250,000, irrespective of industry classification.’ 

This is true also for the district in which the sample banks are lo- 
cated. However, some loans included by this definition of small 
business might, in certain industries, properly be regarded as loans to 
large business (e. g., loans to service or retail firms of asset size over 
$50,000). Conversely, some loans excluded (e. g., loans to metal and 
metal product firms of asset size under $5 million) might be more 
properly included as loans to small business. Subsequent refinements 
on the present analysis might well take industry classification into 
account. 


Estimates of the proportion of small business loans in total loan 
portfolios 

Estimates of outstanding loans to smal business as a percentage of 
total loans were derived in two steps. First, the loan survey totals of 
commercial and industrial loans and business loans secured by real 
estate were taken as a percentage of total loans shown in the condition 
report. This fixed the percentage of loans outstanding to businesses 
of all sizes. 


1 Business Loans of Member Banks, Federal Reserve Bulletin, April 1956, pp. 329-330. 











94 FINANCING SMALL BUSINESS 


Second, estimates of the percentages of business loans to small and 
to large business (asset size of borrower under and over $250,000, 
respectively ) for each bank were obtained from the distribution by 
borrower size of original amounts extended of loans outstanding on 
the survey date. The percentages of total outstanding loans to small 
and to large businesses were then derived as the product of the 
percentages in steps 1 and 2. 

The results of these estimates are shown in table A-1. It can be 
seen that taken in relation to total loans, the degree of lending to small 
business is well distributed over bank size groups, with the exception 
of the largest deposit size banks. Very small banks sometimes have 
relatively low proportions of small business loans because they have 
relatively few business loans of any kind, very large banks usually 
have low proportions of small business loans because most of their 
business loans (dollar volume) are to large business. 


TaBLeE A-1.—Distribution of sample banks by estimated percent of loans to small 
business, by size of bunk 


{Number of banks] 








i 


| 

Laans to firms with assets under | | Size of bank (deposits in millions of dollars) 
$250,000 as percent of total loans All | 
outstanding on Oct. 5, 1955 banks | 














0 to 4.99 percent.__........___. a a ek ae 
BAW 60 Ue GrtOCG noc ce ncaneecoses 19 aie 
10.00 to 14.99 percent......-.-..------| 32 5 
15.00 to 19.99 percent.................| 25 4 
20.00 to 24.99 percent......-...-.-_._- | Reto < 2 
25.00 to 29.99 percent........--.- al 20 4 
30.00 to 34.99 percent_____ -- 8 1 
35.00 to 39.99 percent......--...-.-.- 9 hss rane 1 
40.00 to 49.99 percent...._--.-_-- ee aD) Rcecmneeeaen 1 
50.00 percent and over. _-.........---] B testessbenk 1 | 
We Ses i ee 5 | 22 | 19 | 
| 


These estimates of outstanding loans to small and to large businesses 
contain two potential sources of error. The first, common to all banks 
in the sample, is that estimates of outstanding ‘loans to the two size 
groups of businesses were derived from the distribution of original 
amounts (of loans outstanding on the survey date) extended to small 
and large business. Thus, the estimates are in error to the extent that 
different time patterns of loan repayment prevail for the small and 
large borrowers, altering the ratio of outstandings to original amounts. 
However, a comparison of these estimates with published estimates 
based on outstandings (table A~2), suggests that the differences are not 
very large. Within bank size groups, they range from —5.5 percent 
to +4.5 ‘percent of estimates based on outstandings. It appears that 
our method may have underestimated the percentage of small busi- 
ness loans in small banks, and overestimated it in large banks. 
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TaBLE A-2.—Loans to businesses with assets under $250,000, as a percentage of 
all business loans 





| 
| Estimated percentage, 
| based on— 


Size of bank (deposits in millions of dollars) 
Original Outstanding 
amount amount (all 
| (sample | banks in the 
banks: 138) district) 


—— ee = — 


BEE Bi nanbsneancrdnnsccepabannuiieetieonseh thenttebeassandeannad 87.9 93.0 
a wabcdhadusidecteserstahasccuckebudedaabesme 73.3 79.8 
10 to 20 dh sh inlomaiange ahd kangen a bedeieias <tbwhadadenadackaaenaemians 64.0 59.5 
Bnd cued ws bak an pe an qonpabeiswedsmmeiniael pada namie eaeetmesdateee 44.0 40.4 
ii tintinth aot an tcenip gdb ating bina =a ek enisdanaelg atlantida tain 33. 4 28. 8 
FE OO pnttsessacnnnenncthnnddeonestac aan dkgdinibciieedsaess teen ahenie 17.4 16.9 


The second source of error pertains only to the 82 banks of deposit 
size over $10 million. These banks sampled loans of sizes below speci- 
fied amounts, whereas smaller banks reported complete figures. Since 
the estimates of loans to small and large borrowers for each bank 
were obtained from expanding the amounts of the sampled loans in 
accordance with the sampling ratio, they are subject to s re er- 
ror. While this may distort the pattern somewhat among banks, it 
is not believed to change the position of banks sufficiently to convert 
a bank which, say, relative to other banks actually extends to small 
business a large proportion of its total loans, to one which is depicted 
as lending a small or moderate proportion. 


Estimates of outstanding loans to borrowers other than businesses 


In order to adjust for the effects of other categories of loan port- 
folios on gross losses, interest earnings, and expenses, the loan ae 
folio was “divided into noninsured loans outstanding to (1) busi- 
nesses, (2) farmers, (3) consumers, and (4) on residential and other 
mortgages. To obtain estimates of the last three items as a percentage 
of total loans, consistent with estimates of outstandings to small and 
large businesses as a percentage of total loans, it was necessary to rec- 
oncile condition report data with those of the survey. 

With one exception, business loan totals reported by each bank in 
the loan survey were taken as the ruling total. These totals were 
shown separately in the survey for loans classified in the condition re- 
port as “commercial and industrial” and “real estate loans secured by 
other properties.” The major problem here is that the latter category 
in the condition report includes nonbusiness as well as business loans. 
Using the loan survey totals it was possible to subdivide the condi- 
tion report real estate item into the amount loaned to business (as 
indicated by the survey totals) and the amount to other borrowers. 

For most banks this was the only adjustment necessary. However, 
for some banks there were differences between the business loan totals 
reported in the loan survey and the corresponding items in the con- 
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dition report. Therefore, additional adjustments of other loan com- 
ponents were necessary in order to accept the loan survey totals con- 
sistently as the determining figure for business loans. The principle 
of adjustment was to distribute differences between the loan survey 
and condition report totals of loans to businesses in proportion to the 
relative importance of each of the remaining loan categories, These 
were loans to farmers (“other loans to farmers” and “real estate loans 
secured by farmland”), loans to consumers, and real estate loans on 
residential ond other properties (noninsured, nonguaranteed residen- 
tial real estate loans and the adjusted amount of “real estate loans 
secured by other properties”), and a small residual amount of other 
loans. Since loans to consumers and the real estate loan category 
were subsequently combined in one total, the adjustments essentially 
affected the relative importance of the latter and loans to farmers, 
These adjustments involved quite small percentages of the loan port- 
folio for most banks, and were rather large for only a few banks. 


8. RATIONALE AND ASSUMPTIONS OF THE ANALYSIS 


The general rationale underlying the analysis in the report is that, 
apart from classification by bank size, loan portfolio composition at 
one point in time can be meaningfully related to losses charged off in 
the same year. Since losses have been generated from loans made over 
a period of time, this analysis assumes a reasonable amount of stabil- 
ity in the pattern of loan composition between banks. Stated another 
way, it is assumed that the differences among banks in the relative 
extent of their lending to small businesses, farmers, etc., measured 
at a given point in time do not as a rule shift erratically over short 
periods of, say, 2 or 3 years. Related analysis carried out at the Na- 
tional Bureau of Economic Research for groups of banks suggests 
that such patterns of loan composition are reasonably stable. 

Secondly, it is assumed that by averaging over a number of banks 
that are similar in size or portfolio composition, a reasonably repre- 
sentative loss exper ee is obtained, even though the variation among 
banks within each class is large in a given year. This is particularly 
important for small banks , which, havi ing few loans per bank, can be 
expected to show greater variation in loss experience in a given year 
than large banks with many more loans, even if both classes of banks 
were to lend to borrowers of identical risk characteristics. 

Both of the preceding considerations—the representativeness of loan 
composition and variations in loss experience—suggest that if the 
type of analysis attempted here on a small scale were to be extended, 
it would be desirable to use average figures on loss experience and port- 
folio composition for each bank duri ing a few years of similar economic 
conditions rather than figures for a single year. 

Finally, it is to be noted that risk is measured in terms of gross loss 
experience, without adjustment for recoveries. This is done for two 
reasons. First, gross losses seemed preferable as a measure because 
they reflect experience on loan in the present or recent past. Re- 
coveries pertain to loans charged off in the more distant past, and 
made in the still more distant past. Therefore, gross recoveries seem 
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less applicable to current risk positions or experience. Second, it 
would seem that a bank which typically shows large gross recoveries 
and large gross losses but the same net loss experience as a bank with 
low gross losses and recoveries, actually undertakes greater risk. One 
reason for believing this is that in a business recession, losses might be 
expected to increase at the same time that recoveries declined, in which 
ease net losses of the first bank would be likely to increase more than 
net losses of the other bank. (Precisely this occurred in a recession 
even as mild as in 1949. Gross loss experience for all member banks 
increased from $63.4 million in 1948 to $81.0 million in 1949, while 
recoveries declined from $43.2 to $35.6 million.) Thus, a differ- 
ence in net loss experience between the two banks might well develop 
when economic conditions are adverse. Nevertheless, our neglect of 
recovery experience does, of course, tend to overstate the actual level of 
losses. 
{, COMPARISON OF SAMPLE AND ALL MEMBER BANKS 


An important feature of the regional sample of member banks is its 
similarity to all member banks in certain operating experience and loan 
portfolio characteristics. The extent of similarity suggests that the 
text analysis of loss and interest earnings experience has analytical 
and substantive application for member banks in general, rather than 
for this sample or Federal Reserve district alone. The major and 
important difference between the sample and universe of banks is that 
the sample contains no banks of deposit size over $400 million. At 
least for this reason, inferences from our findings to the system as a 
whole should be regarded as tentative and subject to check against 
other evidence. 

Table A-3 sets forth the comparison of gross loss and interest 
earnings experienced on all loans in 1955 for the sample and all mem- 
ber banks except those of deposit size over $500 million. From this 
table it can be seen that, in general, gross loss rates are lower and 
interest earning rates higher for virtually every class of the sample 
banks compared with all member banks. However, the ordering 
among size classes of each group of banks is strikingly similar. With 
some exceptions, gross loss and interest earning rates are higher for 
the smaller banks.* The most serious difference between the sample 
and all member banks is in the better loss experience of the sample 
banks of deposit size under $2 million. 

A second comparison between our sample and all member banks can 
be made in terms of estimates of the percentage distribution of loans 
within bank-size groups to businesses of different size. This is set 
forth in table A-4 for the 138 banks, for all member banks in the Fed- 
eral Reserve district in which our sample banks are located, and for 
all member banks countrywide (excluding banks of deposit size over 
$500 million). 


2The coefficient of rank correlation for rank order between the sample and universe of 
banks is significant at. the 0.05 level for gross loss rates, and the ordering of interest earn- 
ings is almost identical between the sample and the universe of banks. 
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TasLe A-3.—Comparison of sample and all member banks of deposit size under 
$500,000,000—Loss rates and interest earning rates by bank size, 1955 








| 
Member banks in sample All member banks with deposits 
os teh nail all up to $500,000,000 
Deposit size wow Per $100 of loans out- Per $100 of average loans 
(millions of dollars) | Standing on Oct. 5, 1955 outstanding in 1955 
Number of | 








Number of 
































banks | | banks 
| yross Interest Gross Interest 
loss earning loss earning 
| rate | rate | rate | rate 
' } 
| | 
Less than 2_- ve, 15 0. 189 6.772 | 1, 245 0. 491 5. 947 
Bee itadidadcce 22 . 293 5. 828 2, 232 | 286 5. 543 
a -| 19 . 138 6. 233 1, 329 . 249 5. 425 
10 to 50__. 48 . 130 5. 494 1, 297 146 4. 996 
50 to 100... | 16 . 105 4.956 | 177 145 | 4. 657 
100 to 500 } 18 | oar 4. 444 | 179 | 087 4. 231 
Total or average | 138 | 120 12 | 4.810 bi 6, 459 | 146 | 4.715 
| 


Source: Survey sample of banks and Federal Reserve Bulletin, May 1956, p. 510 and p. 514. 


Taste A-4.—Estimates of distribution of business loans by size of borrower and 
size of bank—Sample, district, and all member banks, 1955 business loan survey 


(Percentage distribution within bank size] 


Size of bank (total deposits in millions of dollars) 
Size of borrower (total assets in so ieetinscttt Acad lamaititiblatittes 
thousands of dollars) 


| Total Under 2 | 2 to 10 10 to 20 | 20 to 50 50 to 100 | 100 to 500 


| 


Sample banks: ! 





Under 50 39.5 | 93.6 | 15.3 | 9.2 | 6.9 | 3.4 
50 to 250 48.4 49.7 | 48.7 | 34.8 | 26. 5 | 14.0 
250 to 1,000 . = al 6.2 21.8 28.4 35. € 32. 2 | 26.3 
1,000 to 5,000__- 4.6 | 4.4 | 6.5 14.6 24.7 29.0 
5,000 to 25,000 | 6 |} 3 ai 3.6 | 4.7 | 140 
25,000 to 100,000 tae Tis si eS oN 3 | 7 .6 6 6.0 
100,000 and over__._-- peeks } -6 | 21 9 1.6 | 4.5 7.2 
All borrowers. -- | 300.0] 100.0 | 100.0 100.0} 100.0 | 100.0 
District banks: ? | | 
Under 50___- 71) 444] 27.7] 14.6 1 
&) to 250... 23. 4 | 48. 6 52. 1 44.9 
250 to 1,000 ‘i . 29.1 | 5.2 | 17.1 | 29.9 | 
1,000 to 5,900__. 22. 4 | 1.4 | 2. 5 | 7.9 
5,000 to 25,000 9.7 | a 4] 6 
25,000 to 100,000....-...-.-..-] 3.4 }....-. States cles 4 | 
100,000 and over......--- ‘i 4.9 | a 2 | ey 
} ll li eg eh a Ea SSS eee 
All borrowers. ....-- | 100.0 100, 0 Be 100.0 100.0 | 
Ali member banks ? with deposits 
under $500,000,000: | | 
Under 50...” aa 9.9} 61.0 33.2 17.6 | 
50 to 250........- Fe i 24.7 | 40.5 45.6 44.3 | 
250 to 1,000 2 23.9 6.0 | 12 9 24.0 
DOGS 60 6.008. . éccnccccccce 19. 6 | EA 3.3 6.8 
5,000 to 25,00 - 9.7 | on Py 1.7 
25,000 to 100,000. _- 4 in .4 | 7 .5 | 
100,000 and over... | 6. 6 | .4 -6 oe 
Not ascertained... 1.3 |. | 3.1 4.1} 
All borrowers. -.- | 100.0 100.0 | 100.0 } 100. 0 100. 0 | 100. 0 100.0 
menace. eM eee ea ad al = 
1 Estimates are based on original amounts of loans outstanding on survey date (Oct. 5, 1955). 


2 Estimates are based on amount of loans outstanding on survey date (Oct 5, 1955). 


Sources: 138 sample banks; district data; Federal Reserve Bulletin, April 1956, p. 332. 
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Estimates for all member banks in the district are shown because 
our figures for the sample banks are estimated from original amounts 
extended of outstanding loans on the survey dates whereas the all mem- 
ber bank figures are derived from actual amounts of loans outstanding 
on the survey date. Therefore the distributions might diverge for 
this reason rather than differences in distributions by size of borrower 
to which the sample and universe of banks typically lend. To circum- 
vent this problem, comparisons of the distribution of loans to bor- 
rowers of different size can be made in two steps; the comparison of 
the sample banks (estimated from original amounts) with the district 
distribution (estimated from actual outstandings) and comparison of 
the latter and all member banks (estimated from outstandings) for 
deposit sizes under $500 million. 

As shown in table A-4, the distribution of outstanding loans to 
businesses of varying size are very similar for each bank size group. 
Furthermore, it can be seen that, although there are some differences, 
the district and all member bank distributions for all bank sizes jointly, 
match remarkably well. 

Finally, a comparison can be made between the general portfolio 
distribution of all member banks and the sample banks. This compari- 
son is only approximate, since it is not possible to omit the large banks 


from the all member bank group. The respective percentages are as 
follows: 


Percentage of total loans, Oct. 5, 1955, that are— 


| Loans to con- Loans to | Loans on 
| Business sumers and | farmers (non-| Commercial | real estate 


























loans—loan noninsured | guaranteed), | and Indus- | secured by 
| survey residential condition | trial loans other 
real estate report | properties 
| 
eciirnintrenteatenens eeepc SS rare  eeeceeneeeeenenenenen | nes | 
Sample banks. 2S ae 52.5 | 32.9 2.5 | 47.2 4.9 
All member banks..-..._- TES | 45.1 | 28. 5 4.2 42.1 | 4.2 








ce 





This comparison indicates that the composition of broad compo- 
nents of the loan portfolio of the sample banks is reasonably similar to 
that of all member banks. It appears, however, that business loans 


are somewhat more important in the sample banks than in all member 
banks. 


- 


5 VARIATIONS IN LOSS RATES AMONG THE SAMPLE BANKS 


Our final concern is to consider the variation among the sample 
banks in their loss experience in 1955. This is shown in table A-5, 
with losses during 1955 measured per $100 of loans outstanding on 
October 5, 1955.8 Certain facts are readily apparent. Loss rates 
experienced by most banks are quite low, with the median rate at 
0.056 percent (less than 6 cents per $100 of loans outstanding). To 
the extent these rates cluster, it is at loss rates below 0.099 percent, or 
under 10 cents per $100 of loans outstanding. Some 100 of the 138 





* Losses are gross, not net of recoveries (see text above). 
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banks in the sample experienced loss rates lower than the simple aver- 
age rate (about 15 cents) computed for all banks, shown at the foot of 
the table. Thus for a given year the variation and range in loss rates 
among banks are quite large relative to the low general level. 

Ww hile the dispersion in "loss rates is high among all size groups of 
banks, it is particularly high for small banks, that is banks below $10 
million in deposit size. Many of these banks wrote off no losses, while 
others had very high loss rates. 

Such variation among small banks is not inconsistent with expecta- 
tions even if banks over all size groups maintained identical credit 
standards and loaned to borrowers of similar risk characteristies, 
Since smaller banks carry fewer loans than large banks, the variation 
among small banks in defaults or loans which go to loss will naturally 
be greater. 


TasLe A-—D.—Distribution of sample banks by gross loss rate and size of bank, 1955 


[Number of banks} 














Size of bank (total deposits in millions of dollars) 
Gross loss rate per $100 of loans | All banks 
outstanding Oct. 5, 1055 








| 
50-100 0 | Over 100 


Under 5 5-10 10-20 20-5 coe 











0.000. ; ; iat 18 10 
0.001 to 0.024_-___- ‘ | 27 6 
0.025 to 0.049__- 19 
0.050 to 0.074 a 17 
0.075 to 0.099 11 
0. 100 to 0.124 

0.125 to 0.149 

0.150 to 0.174... 

0.175 to 0.199. _ 

0.200 to 0.249 

0.250 to 0.299__- 

0.300 to 0.399_____- 
0.400 to 0.499. _ - 

0.500 to 0.749. ......--- 
0.70 to 0.999. ._- 

1.000 and over___- 


Total. s 138 37 
Simpie average loss rate ! | 0. 146 0. 202 


1 For weighted average loss rate, see table A-3. 
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However, treating the total of all sma] banks as if it were one large 
bank adjusts for this effect. This was done before the rank correla- 
tion analysis shown in section 7 was attempted, so that all banks of 


| 


~ 


23 25 1§ 18 | 


—) ee 


deposit size under 2 million, 2 to 5 million and 5 to 10 million were | 


treated as 1 observation each. The effect was to convert the 3 groups 
of banks into equivalents of roughly 20, 75, and 100 million dollar 
deposit size banks, respectively, and to reduce the number of observa: 
tions to 85, 

6, PLANS FOR FURTHER RESEARCH 


Although the methods of analysis described in this appendix yield 
suggestive results, they necessarily should be regarded as tenative, 
for at least the following reasons: 

(1) An important assumption which underlies the present findings 
is that the quality or risk composition is similar within types of loan 

vategories, but different as between categories. If this is not so, the 
higher losses attributed to small-business lending may simply reflect 
lower quality or greater risk over all components of the loan portfolio 
of those banks which lend more to small business than other banks. 
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Stated another way, if the quality or risk characteristics of different 
loan categories (defined by type of borrower in this study) are more 
highly correlated within each bank than the quality of the same loan 
categories between banks, the analysis has limited validity for the 
present investigation which seeks to isolate risks and returns associ- 
ated with lending to a given class of borrower. This question ¢ can per- 
haps best be inv estigated by studies of quality and loss experience with 
different loan categories within the same lending institution, 

(2) Since bank size, loan portfolio composition, loan size, and size 
of borrowing firm all seem to be interrelated, it is difficult to separate 
clearly the influence of these factors upon differences in bank experi- 
ence. 

Both this and the previous reason reaffirm that an important area 
of research is to measure differences in loss experience on the basis of 
the loan itself, rather than by inferring it from differences in bank 
experience. 

Apart from these considerations, an extension of the type of analysis 
as here is in order, along the following lines: 

(1) The same data for the sample banks, and additional banks if 
possible, should be obtained for the years 1955-57, in order to insure 
a more 8 eres portfolio composition for banks and to reduce 
the random variation in a given year in loss experience between banks. 
It would be desirable, also, to extend the analysis to a period of busi- 
ness recession, in order to determine whether there is an differential] 
impact of losses on banks which lend heavily to small business. 

(2) In addition, it would be desirable to (a) redefine small business 
to vary with industry (although this may not be feasible) ; (b) sepa- 
rate new businesses from established businesses in the small-borrower 
categories; (c) subject the data to multiple-correlation analysis; (d) 
analyze differences in expenses in lending to small business, taking 
loan size and other factors into account. 


Appenpix B 
Descriprion oF Ropert Morris Associates Data 


This appendix describes the lines of business included in our tabu- 
lations of grouped financial statements of business firms from the 
published studies of the Robert Morris Associates. These data were 
analyzed in section 4, size of firm and financial ratios; and section 6, 
recent changes in the creditworthiness and use of credit by small 
business. 

Robert Morris Associates is an organization of commercial bank 
credit officers which each year compiles ratios based on composite 
financial statements and earnings reports of some 150 lines of manu- 
facturing and trade concerns. The 1956 studies include statements 
for over 10,000 firms sent in by approximately 500 banks. Thesample 
is approximately as good in other recent years and the studies are 
particularly useful for an analysis of small- business financing because 
the ratios of composite financial statements and earnings reports are 
given separately in each industry group for 3 different asset size 
categories—under $250,000, $250,000 to less than $1 million, and $1 
million to $10 million. In many of the industry groups, of course, 
insufficiency of sample size prevents publication of one or more of 
the firm-size categories. 
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Industry groups selected for analysis in this report consisted of 
those groups containing a sufficiently large number of firms in both 
the smallest size category (under $2 50,000 assets) and the largest 
category ($1 to $10 million) so that the composite figures could be 
published in the annual statement studies of the Robert Morris 
Associates. 

Table B-1 shows the lines of business represented in the data 
analyzed in this paper. The 43 industry lines sample was utilized 
for the comparison of levels of financial ratios between large and | 
small firms in table [V-2.1. The 51 industry lines sample represents 

categories complete in both the smallest and largest size groups in 

the years 1955 and 1956. The 51-industry sample formed the basis 
for analysis of industries utilizing greater or lesser amounts of bank 
credit from 1955 to 1956 as shown in tables VI-1 and VI-2. 

Table B-2 lists the industries classified as Decreasing Credit Indus. 
tries, i. e., industries in which a lesser use of bank credit by small 
firms in the industry but a greater use of bank credit by the large 
units in the industry occurred from 1955 to 1956. They are con- 
trasted in table VI-2 with the control industries also listed in table 
B-2 in order to show the effect of credit ratios on the apparent 
availability and use of bank credit. 


1 Subsequent to the original computation of the figures in table IV—2, page 455, the ratios 
for the intermediate size group ($250.000 to $1 million assets) were added. In a few cases, 
industries were represented in the 43-industry sample which had so few firms in the inter. 
mediate-size category that separate figures for this category were not published in the state. 
ment studies. Average ratios for the intermediate-size groups in some years, therefore, 
were based on fewer than 43-industry groups. 
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TABLE B—2.—List of “decreasing credit” and “control” industries 


“Mecreasing credit” industries: 


A. Bank credit decreasing in “small” firms but increasing in “large” firms. 
Manufacturing: 
i Other knit goods (cloth, outerwear and underwear). 
i Men’s suits and coats. 
Women’s dresses. 
Planing mills, sawmills, plywood, veneer, and cooperage stock. 
Upholstered furniture. 
Doors and window sash. 
Containers and boxes. 
Drugs, medicines, and soaps. 
Industrial chemicals. 
Foundries (castings of all types). 
Stamped, pressed, and sheet-metal products. 
Equipment for public utilities and industrial use. 
Machine tools and metalworking equipment. 
Wholesale trade: 
| Meats and provisions. 
Iron and steel products (except scrap). 
Iron and steel scrap. 
| Electrical appliances, radios, and refrigerators. 
Retail trade: Department stores. 


“Control” industries: 
B. Bank credit increasing in “small” firms but decreasing in “large” firms. 
Manufacturing: 
Paper specialties. 
General commercial (job) printing. 
Wholesale trade: 
| Wine, liquor, and beer. 
Wrapping or coarse paper and products. 
Electrical supplies and apparatus. 
Automotive parts and accessories. 
General merchandise. 
Retail trade: Hardware. 
C. Bank credit increasing in both “small” and “large” firms. 
Manufacturing : 
Canned and dried fruits and vegetables. 
Men’s work clothing. 
Women’s coats, suits, and skirts (including sports and women’s 
wear). 
Paints, varnish, and lacquer. 
Plastics. 
Structural steel and ornamental ironwork. 
Special industry equipment (including laundry, food, textile, 
etec.). 
General industries and commercial equipment (including en- 
gines, pumps, elevators, refrigerating, office, etc.). 
Jewelry. 
Wholesale trade: 
Dairy products and poultry. 
General groceries. 
Dry goods. 
Retail trade: 
Family clothing. 
Furniture. 
New and used autos. 
Farm equipment. 
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TABLE B-2.—List of “decreasing 


“Control” industries—Continued 


credit” and “control” industries—Con. 


D. Bank credit decreasing in both “small” and “large” firms. 


Manufacturing: 
Cotton woven goods. 


General machine-shop products. 


Wholesale trade: 
Floor coverings. 


Lumber, millwork, and building materials. 

Plumbing and heating equipment and supplies. 

Hardware and paints. 

Industrial equipment (including construction, oil, and mining), 


Retail trade: 
Groceries and meats. 
Lumber and building 


materials. 


Notge.—‘Decreasing” and “increasing” credit refers to an increase or decrease in the 
ratio of bank credit to total assets for the groups of firms, 1955-56. “Small” firms are 


those with assets under $250,000, “large’”’ 
than $10 million. 


firms are those with assets of $1 million and legs 
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4, ADEQUACY OF SMALL-BUSINESS FINANCING: 
ONE VIEW* 


INTRODUCTION 


The subject of the adequacy of small-business financing can be 
treated from a variety of viewpoints. A statistical approach based 
upon available data regarding the actual number of small businesses, 
their sources of funds, and the types of funds utilized would provide 
one picture of small business. A breakdown of these data by industry 
classification would provide a means of comparing the experience of 
different sectors of small business. These data could also provide a 
basis for comparisons within each industry of the experience of busi- 
nesses of varying size. Essentially this approach amounts to an 
analysis of the supply of funds for small business. 

Another approach to the problem of adequacy is from the demand 
side, that is, what small-business concerns state their needs to be. 
For this purpose the available data are sparse and in general poor. 
This deficiency stems not only from the limited number of surveys 
attempting to determine demand, but from the inadequacy of the 
survey questions considering the limitations of small business itself 
in expressing its needs. No statistical an: alysis based sofely on the 
records of financing agencies can determine the adequacy or inade- 
quacy of small-business financ ing. 

Paul H. Banner is at present employed as chairman, research group, 
Western and South Western Trunk Lines Railroads. He has been 
employed by the Subcommittee on Antitrust and Monopoly, United 
States Senate, 1955-57; Central Intelligence Agency, 1954-55; Board 
of Governors, Feder a Rese ‘rve System, 1947-50; and Office of Price 
Administration, 1941-42. Education: U niversity of Michigan, bach- 
elor of arts, 1941; and IT, arvard University, doctor of philosophy, 1954. 

An analysis utilizing both the availability and the needs approaches 
may provide at least a limited view of small-business financing needs 
and a basis for exploring how small business can be better equipped 
to hold its position in a competitive economy. ‘To improve the access 
of small business to financing, specialized institutions may be re- 
quired. It is not to be assumed that because such institutions did not 
come into existence spontaneously there is no useful economic function 
for them. Articulate small-business demand for funds is limited 
to those possible sources which it knows from its own experience. 
The apparent hesitancy of private banking to experiment with new 
financing adapted to small business and to determine the feasibility 
of extension of more credit in this area may also mean that the pos- 
sibilities for small business to present its case to competent bankers 
have been few and limited. The authors therefore share the feeling 
that an interpretation of financing adequacy would be too limited 





‘By A. D. H. Kaplan, The Brookings Institution, and Paul H. Banner. 
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if confined to a determination based solely upon statistical comparison 
of actual financing and stated needs. 

In studying the fin: uncing needs of small business, two aspects 
mainly have been considered: the term for w hich funds are needed 
and the purposes for which small business requires financing. In 
the literature on small business, many reasons for the dearth of funds 
for small business are discussed. Generally it has been argued that 
venture capital for small business has dried up, partly because of high 
taxation and partly because of the preference of inv estors for publicly 
issued securities of well-known corporations. While total personal 
savings are high, they have become diffused as a result of high pro- 
gressive income- tax rates. Investors with increased know ledgeability 
and greater access to the security markets have chosen the relative 

safety and liquidity of investment in large businesses, rather than 
venture into the more risky and person: alized small-business area. 

Few challenge the assumption that small business has inferior re- 
course to sources of funds. The major challenge to the assumption is 
indirect. It is argued that small business frequently suffers from 
incompetent or inefficient management. Direct lending experiences 
of the Federal Reserve System (under sec. 13b) and of the Reconstrue- 
tion Finance Corporation are cited to support this conclusion. A 
second and more extreme argument is that any aid to small business 
merely penalizes success, raising costs to the consumers, and destroy- 
ing incentives to self-help. 

The lending experiences cited, as well as the analyses of business 
failures by Dun & Bradstreet, point up the inadequacies of manage- 
ment in many small businesses, but these inadequacies are not uncon- 
nected with financing inadequacies. Small business frequently is 
forced to extend itself beyond what its shoestring capitalization can 
afford. Perhaps management lacks the skill to know when it is over. 
stretched, or perhaps the problem in many cases is that it knows too 
well but has no alternatives. Insufficient capital and financing facili- 
ties place a limit on management. 

Point of view is ¢ learly important in considering adequacy : bankers 
who have appeared before congressional committees have doubted 
whether soundly managed small ‘firms which satisfy economic criteria 
for loans have any difficulty in securing adequate financing. The 
National Association of Manufacturers in a study, to be disc assed later, 
concluded that only 12 percent of its members felt an unsatisfied need 
of funds, implying that this was not a large figure. Others have em- 
phasized that high tax rates have made it difficult for either small or 
large business to secure adequate funds. 

Senator Taft and Congressman Herter argued in 1950 that— 

It is useless to point out that the situation might be cured by a tremendous 
reduction in Government expenses and taxes.” 

Though Senator Taft and Congressman Herter differed from other 
members of the committee in the reasons for an inade quacy in both 
equity and long-term loans to small business, they — that some 
form of Government activity was called for. Senator Capehart, in 
submitting a Senate report accompanying the bill establishing the 
Small Business Administration, stated : 





2U. S. Congress. Joint Committee on the Economic Report, Volume and Stability of 
Private Investment, 8lst Cong., 2d sess., 1950, S. Doc. 149. 
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Your committee recognize that small and independent business is an essential 
of free, American competitive enterprise.* 

The adequacy of small-business financing is in part a function of 
criteria which are obviously economic, social, and political in charac- 
ter. This is the tenor of the times. Aid to small business has become 
a part of our view of Government responsibility. If it were believed 
that for concerns of all sizes sound business financing needs are met 
and that there are no criteria beyond those now oper ating in the market 
to be considered, it would be sufficient to say that spontaneous market 
forces would have supplied the necessary institutional framework for 
small business to secure funds. 

The concern with small business found in this country is not an 
isolated phenomenon but is matched, although not in the same form, 
in almost every country. The publication of the MacMillan report 
in England in 1931 raised the problem of small-business financing to 
the level of national economic policy. In this report the committee 
studying the problem of investment in England suggested that under- 
investment was contributed to by the inability of small business to 
raise the capital it required even when the security it offered was 
perfectly sound. This lack of investment due to the structural inade- 
quacy of the English money market was promptly labeled the Mac- 
Millan gap. The suggestion offered at that time by the committee 
was the formation of “a company to dev ote itself particularly to the 
smaller industrial and commercial issues.’ 

Today, when governments almost ati have assumed the 
responsibility for the maintenance of full employment in orienting 
their monetary, fiscal, agricultural, and labor policies, the suggestion 
that part of a full- employment policy should include raising the level 
of investment by providing greater financing facilities for small busi- 
ness may appear as only a sm: all contribution. But it should be remem- 
bered that while industrial structure varies from one industry to 
another, and from one country to another, in terms of sheer numbers, 
the small business unit is the prevalent form of enterprise everywhere. 


DEVELOPMENTS AFFECTING SMALL-BUSINESS FINANCING 


Financing institutions and methods have changed markedly since 
the turn of the century and are in a continuous state of development. 
All have not enhanced the ability of small business to secure financing 
and it would be almost impossible to determine whether, on balance, 
they have increased the accessibility of funds for small concerns. The 
expansion of banking facilities and methods and the rise of finance 
companies and more specialized credit institutions have greatly im- 
proved the small-business man’s ability to secure some types of financ- 
ing. But changes have also occurred in the quity market and credit 
institutions and in te chniques for handling savings which have resulted 
in a channeling of a large part of savings into securities of the cor- 
porate giants with their relative liquity and safety. There is an infer- 
ence that these changes, which have paralleled the growth of big busi- 


*U. S. Senate. Committee on Banking and Currency, Establishment of Small Business 
Administration and Liquidation of Reconstruction Finance Corporation, report, 82d Cong., 
1st sess., 1951, S. Rept. 605. 


*Great Britain. Committee on Finance and Industry, report, June 1931, Cmd. 3897 
(London, H. M. 8. O., 1931), par. 407. 
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ness, have resulted in an excessive direction of savings toward the 
financing of big business with long-term credit and equity capital, 
The volume of savings that the economy generates during any given 
period is not infinite, and concerns with more efficient access to the 
capital markets may secure more than is socially and economically 
desirable. 

The securities market, for example, has developed into an efficient 
mechanism of directing equity capital into big business.’ In essence 
it facilitates the flow of s savings into share owne rship in a corpora- 
tion in which there is assurance of competent and continuing manage- 
ment. The expectation is that a market for the corporation’s shares 
will dweye' exist. Small business is usually a personal enterprise, 
however, not necessarily assured of indefinite existence and often 
peculiarly dependent upon one man. Institutions have not developed 
to provide small business with practicable access to the securities 
market.© And, the investor has not been offered any method by 
which he could exercise the same degree of passiveness in part owner- 
ship in small business as is involved in share ownership in big 
business. 

The development of specialized capital markets for large-scale 
financing has been accompanied by improvements in the functioning 
of financial institutions serving small business as well. Forms of 
savings have changed, and many more assets of individuals can be 
monetized in order to secure initial or additional capital. The two 
sreatest investments the average person makes today in durable goods, 
his home and his car, do not require the prior accumulation of sav- 
ings once required. Just as for individuals, so for small enterprise, 
installment sales have conserved and stretched small-business capital. 
The use of rented machinery, trucks, and buildings has reduced small- 
business capital needs.’ Not all innovations have served merely to 
increase the advantages of size. 

Another development affecting small-business financing require- 
ments has ger 9c from a change in basic industry structure. The 
importance of the independent wholesaler has declined in many in- 
dustries. The abet wholesaler not only distributed goods but also 
acted as a financing agent for small manufacturers and retailers. 
As big business has extended its distributive function and as large 
retailers have reached back to supply their own needs in various ways, 
the wholesaler has been displaced. In many industries he remains as a 
distributor, but his function as a supplier of trade credit is much less 
important than previously. The small manufacturer has found that 
the large ret uler will frequently supply trade credit but the price on 
oceasion is sacrifice of ownership or loss of product control. A large 





5 The ability of the securities market to supply large sums of new equity capital to big 
business is seen in the m ny offerings of established firms, their subsidiaries, and even new 
corporations. Sears, Roebuck organized a financing subsidiary in November 1956 with 
capital of $35 mnie ! Fou rm mths after organization it successfully issued $50 million 
in debentures, d 6 ! nths late ‘ran additional $50 million in debentures. A more strik- 
ing instance of ‘ble usi util ization of the reccnrities market is afforded by the automo- 
tive industry. In 1 45 Ka iser-Frazer was organize d with capital of $5 million and $10 
million bat credit. It was able to raise $54.5 million capital by stock flotation shortly 

fter organization. On a In r scale, the initial publie issue of Ford Motor Co. stock in 
the amoul it of $658 million was oversubscribed in 1956. 


A major barrier to sm iL business access to the securities markets is cost. See study 13 
(Pickering), p. 282. 


™The use of re tal equipment is not confi ned to small business. While the shoe repair- 


man rents his equipment and bowling alleys rent automatic pinsetters, big business is 
also renting expensive sorting and calathation machines from IBM. 
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retailer such as Sears, Roebuck not only buys from independent man- 
ufacturers but also contracts for private label products; it owns par- 
tial interests in many firms and has complete ownership of others 

Tieups such as these not only can mean loss of effective control by the 
operators of these particular firms but also the loss of markets for- 
merly shared by other small manufacturers. Coincident with the 
backward integration from the retail level has been the forward in- 
tegration from large manufacturing concerns to retail distribution. 
To the extent that large manufacturers have displaced jobbers and 
wholesalers as distributors, one source of trade credit has disappeared. 
The extent to which manufacturers have substituted their own trade 
credit is not precisely known.’ 

A development in financing which has helped small business, and 
particularly retailing, has been installment sale credit. The small 
retailer has found that, while he may not always be able to handle 
charge accounts, he can finance installment sales through banks or 
finance companies. Small manufacturers have also found finance 
companies willing to finance their purchases of equipment and the sale 
of their products. Financing terms, downpayments, length of sales 
contracts, and interest rates have at times become more important in 
the sale of a product than the price itself. With this knowledge an 
increasing number of concerns have organized affiliates to finance the 
sale of their products, not only to dealers but also to ultimate con- 
sumers. The beneficiaries of the new financing methods, distributors 
and retailers, are provided with sales facilities previously available 
only to their larger competitors. But in the case of financing affiliates 
of large manufacturing firms this advantage is normally limited to the 
sale of the product m: inuf: actured by the firm supplying the financing. 
The effect upon competition at the manufacturing level may thus prove 
detrimental to the small business which does not have the financial 
capability to supply competitive financing facilities. 

One of the authors identified almost 70 finance companies owned by 
manufacturing companies and in most cases the parent firm can be 
found among the 500 largest industrial firms in the country.® The 
financing subsidiary of a large manufacturer provides the latter with 
a flexibility in financing arrangements which smaller competitors may 
not be able to m: ate h among independent finance companies or banks, 
especially in periods of credit stringeney. A captive fins ance company 
exists primarily to further the sale of the parent firm’s product, and 
periods of tight credit provide an opportunity to enhance a market 
position. For examp le, while praising the Federal Reserve Board’s 


8 See study 2 (Andrews, Friedland, and Shapiro), p. 20. 

®Paul H. Banner, Competition, Cre dit Policy, and the Captive Finance Company, sched- 
uled for publication in Quarterly Journal of Economics, May 1958, analyzes the effect of 
captive finance companies upon competition and credit policies. The analysis herein draws 
upon that article. 

Instances have occurred where small manufacturers have been offered sales if financing 
could be arranged and, upon their inability to do so, the larger competitor with the sales- 
fmancing subsidiary has secured the business. The utilization of a finance company to 
enhance a competitive position has been charged in two recent antitrust actions. In the 
case of the Fruechauf Trailer Compan y (Di : No. 6608 FTC), the Federal Trade Com- 
mission charged Fruehauf with using its financing subsidiary, Fruehauf Trailer Finance 
Co., to enhance its share of the tr ack trailer market to the detriment of the many smaller 
producers of truck trailers. In the second case, U. S. vy. GMC, civil action No. 15816, 
July 6, 1956, the Department of Justice charged General Motors with the financing of the 
sale of buses on terms that its competitors with more limited resources cannot meet. An 
element of relief requested is that General Motors be required to offer to other bus manu- 
pecturers financing facilities on the same terms and conditions as it applies to its own 
uses, 
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policy of credit restraint, General Electric’s president announced that 
his firm’s credit subsidiary was helping those feeling the pinch.’° 

Credit subsidiaries are not confined to large companies; many auto- 
mobile dealers, for example, have organized credit companies, while 
the large majority of credit companies are independent. The sub- 
sidiary “of a large company can be expected to have an advantage 
over finance firms of comparable size because of the credit of the par- 
ent corporation. It can establish credit lines readily wherever the 
parent firm operates and, as an added advantage of the size of the 
parent, it may be able to obtain lower costs of borrowing. Whether 
a financing subsidiary pays a lower rate of interest than an inde- 
pendent finance company of comparable size for the same size loan 
is unknown. However, it can be noted that directly placed finance 
company paper carries a lower rate than prime commercial paper, and 
the subsidiary of the very large company with established financial 
connections should have little difficulty in tapping this source of 
funds. Thus the small business finds that competition is not re- 
stricted to product and price but extends to financing terms. It can 
only offer the facilities of banks and other independent financing 
agencies, whereas the large firm with the financing affiliate can offer 
another variable in competition. 


EMPIRICAL DATA ON NEEDS AND AVAILABILITY 


Surveys on small-business financing, area studies of business forma- 
tion, and business histories dealing with sources of capital for small 
business have been plentiful over the years and have been frequently 
summarized. These studies give empirical support to the well-known 
fact that small business relies upon personal savings as the major source 
of venture capital. With regard to small business bor rowing from 
banks, the surveys indicate that a significant number of small busi- 
nesses experience difficulty in obtaining credit, in particular long- 
term credit. Generally, the smaller the size of business, the greater 
the unsatisfied credit demand. Concurrent studies suggest that credit 
ratings of a substantial proportion of rejected borrowers are high. 
Length of term and inadequacy of capital appear prominently among 
the reasons for refusal of credit to small firms, in spite of satisfac- 
tory credit ratings. 

Prewar studies 

One author of this paper has summarized the major prewar sur- 
veys of small business financing.'' These included the 1935 survey by 
the Bureau of the Census, Survey of Reports of Credit and Capital 
Difficulties by Small Manufacturers; Report on Availability of Bank 
Credit in the Seventh Federal Reserve District, by C. O. Hardy and 
J. Viner (1935); and two studied for the National Industrial Con- 
ference Board: Ralph A. Young, The Availablity of Bank Credit 
(1932); and L. H. Kimmel, Availability of Bank Credit, 1933-1938, 
(1939). 

In the 1935 census study which covered 6,158 manufacturers with 
20 to 125 employees, it was found that 71 percent of these firms were 


7” Ralph J. Cordiner, quoted in Wall Street Journal, December 14, 1956. 
124, D. H. Kaplan, Small Business: Its Place and Problems (McGraw-Hill, 1948). 
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regular borrowers from commercial banks, and that 45 percent of 
this number reported difficulties in optaining credit. With regard to 
long-term financial requirements, about one-half the replies indicated 
a need for, but no source of such credit. The Hardy-Viner study 


_ of 2,000 credit refusals in the Chicago Federal Reserve District in the 


years 1933-34 concluded that there was a “genuine unsatisfied demand 
for credit on the part of solvent borrowers, many of whom could 
make economically sound use of working capital.” 

In the first of the National Industrial Conference Board studies the 
credit histories of 3,438 firms in the period 1929-32 showed that smaller 
firms experienced a greater proportion of credit rejections than larger 
firms. In its later study the NICB (using a sample of 1,755 firms) 
again found a concentration of credit rejections among the smaller 
firms. 

While these prewar studies emphasized size of firm as a variable in 
credit availability, some attention was also paid to the term of financing 
needs. The NICB studies indicated that in a significant number of 
cases the need was for intermediate-term credit rather than short-term 
commercial bank credit This difficulty was aggravated in the depres- 
sion period by criteria established by bank examiners which emphasized 
liquidity. 

Postwar sUuTVvEeYs 

During the war increased and pressing demand for the output of 
small business impelled both private industry and Government to 
provide for small-business financing needs; this has been also true, 
although to a lesser extent, since the war. There was less emphasis on 
how small business could grow and tap the public security markets, and 
more realization that new techniques were needed for securing funds 
forsmall concerns. There was greater realization that a healthy small- 
business community required additional investment funds, either as 
long-term loans or as equity capital. Even assured contracts, almost 
limitless demand for goods and services, and Government orders did 
not generate the funds small business needed for equipment and for 
working capital without Government intervention. The postwar re- 
conversion period emphasized these needs. 

Among the pertinent statistics available for the postwar period are 
studies by the Reconstruction Finance Corporation, the Federal Re- 
serve System, and the Department of Commerce. Since the RFC, by 
statute, could lend only after the prospective borrower had been re- 
fused by a number of banks, its loan applications provide a picture of 
the type of loan small business has difficulty in securing from banks. 
Ina sample of 1948-49 RFC loans, 46 percent of the number of bank 
refusals of loans to small business were reported as due to excessively 
long maturities. Lest this appear to indicate that only small business 
uses term loans, an analysis of corporate liability and capital accounts 
for manufacturing indicates that a larger proportion of loans to big 
business is in the form of long-term loans than is the case for small 
business (table 1). Thus, while bank loans obtained by all manufac- 
turing corporations for more than 1 year were equal in volume to those 
payable within a year, firms with assets of less than $250,000 obtained 
only one-third as much long-term money as short-term bank loans, 





#U. S. Congress. Joint Committee on the Economic Report, Volume and Stability of 
Private Investment, hearings, 81st Cong., 1st sess., 1949. See also study 3 |Moore, Atkin- 
son and Kilberg) and study 12 (Arlt). 
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while firms whose assets were in excess of $100 million obtained twice 
as much in long-term loans as in short-term loans. 


TABLE 1.—Outstanding bank loans to manufacturing corporations, by asset size 
of borrower, Dec. 31, 1948 


{Loans per $100 of assets] 


Loans repayable in— 





Assets of borrower (thousands of dollar ee 
Less than 1 1 year or 
year more 

~ a | » . 
Under 25 a 2 2 $4.15 $1. 46 
250 to 1,000 ie - 4. 38 } 1.37 
1.000 to 5.000__- 4.08 | 1.82 
5,000 to 100,000... 3. 33 2. 94 
100,000 and over x 1. 69 3. 0 
All sizes i ‘ 2. 73 2.0 





Source: U. S. Senate, Joint Committee on the Economic Report, Factors Affecting the Volume and 
Stability of Private Investment, 8lst Cong., 2d sess., S. Doc. 232 (1949), p. 112. 


In the fall of 1946, the Federal Reserve System conducted a nation- 
wide survey of business borrowers at member banks. It was found that 
nearly two-third of member bank loans to small business had maturi- 
ties of 6 months or less, and 78 percent had maturities of less than a 
year (table 2) 

No similar classification of all member bank loans was published, 
but data on term loans and total loans for all borrowers are available 
for comparisons. Using the same classification of small business as in 
the table above, long-term loans accounted for 19.9 percent of total 
loans to small business. All borrowers received 34.4 percent of total 
loans as long-term credit. Firms with assets in excess of $5 million 
obtained 51.2 percent of their total loans as long-term credit.” 


TABLE 2.—Member bank loans to small business, Nov. 20, 1946, by original 
maturity of loan 


O nal maturity Number of Percent | Cumulative 
loans ! | percent 
| 

Demand __ 5, 000 12.5 12.5 
6 months and unde 272, 000 52.7 65.2 
6 months to 1 year 64, 000 12. 4 7. 
1 to 3 years 49, 000 13.4 91.0 
3 to'5 years 22, 000 1.3 95.3 
5 to 10 yea 20, OOO 3.9 99.2 
Over 10 vears 4, 000 ~ 100.9 


514, 000 100. 0 


1 Details do not add to total due to rounding. 


Source: Charles H. Schn , Member Bank Loans to Small Business, Federal Reserve Bulletin, August 


947 


47. 


The broadest survey of small-business financing demand was under- 
taken in 1955 by the Office of Business Economics of the Depart: | 
ment of Commerce. Over 15,000 questionnaires were sent to small 


1% Albert R. Koch, Business Loans of Member Banks, Federal Reserve Bulletin, March 
1947 
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and intermediate-size businesses and appresimeinly 5,000 useable 
responses from manufacturing, construction, and trade concerns were 
received. ** Firms were queried concerning their demand for funds 
in the 12-month period ended June 30, 1954. 

The Department of Commerce survey determined that 90 percent 
of unfilled demand for financing was for loans with a maturity of 1 
year or more whereas only 30 percent of the loans actually obtained 
were for this term. Whether this is a more favorable picture by 
comparison with the Federal Reserve study is questionable since non- 
bank lenders were included in the Commerce study. 

In considering the demand for funds, the Commerce survey found 
that small- and medium-size businesses predominantly desire loans 
rather than equity capital. In percentage terms, 93 percent of the 
funds were desired in the form of loans. Of the loans obtained, as 
noted above, 30 percent were for 1 or more years. Of the loans de- 
sired but not obtained, 90 percent were for 1 or more years. The size 
of the unfilled demand is made more striking in the light of the sur- 
vey instructions, which were to report as unfilled demand only that 
for which there was a specific financing plan in mind. 

The data can be recast to indicate the demand for and supply of 
funds classified as short-term, term, and equity : 


} | 


I'ype of financing | Demand Supply 
- Pith | a 

} Percent Percent 
Short-term - . . | 51 67 
Term... 42 30 
Equity 7 3 
Total_......- , : AR ay rel Seite: 5h. eS Ae. 100 | 100 

i 


For short-term funds the unfiulfilled demand was relatively negligi- 
ble® Of the aggregate demand for funds, 49 percent was for term 
and equity capital and of this demand less than half was satisfied. 
Equity represented 14 percent of the combined term and equity de- 
mand, but 9 percent of the term and equity funds supplied were in the 
form of equity capital. 

The distribution of the number of loans sought, comparing those 
obtained with thoes unobtained, shows completely opposite changes 
as length of maturity increases: 


Number of loans 
Period to maturity 


Obtained Unobtained 


Percent Percent 


| 
Less than 1 year. | 69. 5 | 10. 5 
1 to 3 years J | 22.9 38. 0 
3 years or more i 7.6 51.5 
Total_. i : 100. 0 100.0 





Source: McHugh and Ciaccio, op. cit. 


“Laughlin F. MeHugh and Jack N. Ciaccio, External Financing of Small- and Medium- 
Size Business, Survey of Current Business, October 1955. 

% Whereas 69.5 percent of total loans obtained were for less than 1 year, only 10.5 
percent of the unobtained loans were for this short term. 
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These data show how much greater is the availability of short-term 
than of long-term credit. And, within term credit, there is a greater 
availability “of intermediate-term credit; that is 1- to 3-year term 
than of long-term credit; that is, more than 3-year term. 

In 1950 the National Assoc ‘ation of Manufacturers conducted aq 
survey to determine the financial problems facing its own member. 
ship.* No attempt was made in this study to separate short-term 
from term or equity needs. The sample covered manufacturing con- 
cerns only; it was limited in scope and the questions were ambiguous, 

The NAM survey concluded that— 

(1) 12 percent of the respondents were in immediate need of 
funds. 


(2) The smaller the firm, the greater the need for additional 
funds. Of the 395 members in need of funds, 222 had less than 
100 employees. 

(3) The demand was overwhelmingly in favor of borrowing, 

(4) The larger the firm, the greater was the tendency to favor 
equity financing. 

(5), With regard to the use of funds, about one-half wanted 
funds for working capital and one-half for expansion, replace- 
ment, and modernization. 


A comparison of the Commerce and NAM survey is not too fruit- 
ful. The NAM study was saheetalans'| in 1950, the year in which the 
Korean war broke out, marking a sharp ch: ange in the business eli- 
mate. The 12 months ended June 30, 1954, on the other hand, was: 
period of sustained economic activity but with an uncertain mood 
prevailing as to the future. The NAM survey determined that 12 
percent of the respondents were in immediate need of funds. The 
Commerce survey determined that 49 percent of the manufacturing 
firms surveyed wanted outside funds, of which 23 percent did not 
obtain all the funds they wanted. Whether the differences are due 
to wording of the questionnaires, sampling difficulties, and biases such 
a membership in the NAM, or differences in the economic climate, is 
unknown. 

In the Commerce survey, field interviews determined that respond- 
ents frequently did not indicate a need for funds, or did not elaborate 
upon the type of funds desired, since from general knowledge they 
were convinced that there was no use in trying to secure such funds. 


A significant portion of the unmet demand was never brought to the attention 
of lenders, as some of the reporting firms felt that there was “no use in trying.” 
Either from past experience or from “common knowledge” in local trade circles, 
the businessman decided that his request would get turned down and hence made 
no effort to raise the funds * * *, 

Field interviews revealed that a number of concerns may have reported as 
being satisfied with their present financial arrangements, although they had a 
specific unfulfilled demand in mind; these firms reported in such a manner be 
cause, from general or specific knowledge of supply conditions, they felt there 
was no use in trying seriously to obtain funds from known potential sources.” 


16 National Association of ener Financing Small Business, Economic Policy 
Series, No. 70 (Association, 1956). The NAM classified its membership on the basis of the 
number of employees in order to define ‘small business. Of the respondents, 27 percent 
had 50 or less employees, 48 percent 100 or fewer employees, 73 percent 250 employees or 
less, and 15 percent had 500 or more employees. 

17 McHugh and Ciaccio, op. cit. 
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The NAM survey made no attempt to deal with this vexing problem 
and the use of the phrase “in immediate need” possibly precluded 
any thought on the part of respondents as to whether a desire should 
be expressed for other than critical needs. 


BASIC DEFICIENCY : TERM NEEDS OF SMALL BUSINESS 


The surveys and literature indicate clearly that financing facilities 
are reasonably adequate for short-term borrowing but that as the term 
for which financing is desired lengthens, facilities become less ade- 
quate. Since equity capital and term loans are closely associated with 
business formation and growth, they are of special interest in the con- 
text of this paper. Three particular situations stand out as calling 
for long-term loans or equity financing: 

(1) The inception of a new business—the venture capital 
problem. 
(2) Capital for growth of the established small business: ex- 
pansion needs; and survival or maintenance of market position. 
(3) Business continuity—the problem of ownership trans- 
ference. 
The new business 

Each year an average of more than 300,000 new businesses are 
formed in this country, and each year almost as large a number are 
discontinued.*® There is apparently no dearth of persons willing to 
form new businesses but the probability of success is low. It is esti- 
mated that about half of all business failures occur during the first 
2 years of business life.’® A basic reason for the marked turnover in 
the new business popul: ition is undercapitalization. Undercapitalized 
firms cannot weather sustained financial loss for any period, and are 
the first to go under in a business downturn. 

With regard to equity position, the major source of funds for new 
small businesses is personal savings. Provision of equity capital by 
a financial institution requires an extensive knowledge of the business 
and its backers, considerable investigation, or active participation to 
assure protection of investors’ funds—activities which most financial 
institutions are not equipped to conduct for small investments.” 

The consequent reliance on personal savings is borne out by the 
Department of Commerce survey of sources of capital for new enter- 
prise in retail and wholesale trade and in manuf: icturing, as shown 
in table 3. 


18 For further discussion of changes in business population, see study 9 (Markham), p. 
197. 

%# A distribution of business failures in 1954 by age of business was reported in, Betty 
C. Churchill, Age and Life Expectancy of Business Firms, Survey of Current Business, 


December 1955: 


, og ' 











| Cumu- |} Cumu- | Cumu- 
Age of firm lative || Age of firm lative | Age of firm lative 
percent | percent | | percent 
| 
1 year or less_- --_- | 24.9 || 5 years or less_..- e | 78.4 || 9 years or less ‘ | 90.3 
2 years or less___--- 50.7 || 6 years or less_. - 82.0 || 10 years or less.._..... 91.8 
3 years or less____--- 65.3 7 years or less_._..--| 85 0 0 | More than 10 years.- 100. 0 
4 years or less__.__-- 73.2 | 8 years or less__- ont 87. 


2 External sources of F equity capital are considered further in pt. II: Guia of Credit 
and Capital Sources, suryey VII, p. 172. 
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In retail and wholesale trade and manufacturing, better than two- 
thirds of initial capital for the smallest categories of business comes 
from personal savings. For larger businesses it is significantly lower, 
Bank loans as a source of initial capital gain importance as size of 
concern increases. 

The dat: . do not indicate separately the role of friends and relatives, 
Empirical data on this are scarce. A study of small business forma- 
tion in Columbus, Ohio, determined that 86 percent of the capital 
of the sample firms studied came from the savings of promoters of 
these enterprises and only 5 percent from relatives and friends.” 


TABLE 3.—Sources of funds for new firms, by size of initial investment * 
[Percent] 


| Wholesale trade: Initial invest- Retail trade: Initial investment 


ment (thousands of dollars) (thousands of dollars) 


| | | 
| Under | 20-49 50-99 |100and| Under | 10-19 | 20-49 | 50 and 











20 } over | 10 | |} over 
= 
ings | 72 f 30 70 65 7 42 
2 17 25 1 2} 8 | ll 
' ul 2 22 7 9 | ) | 14 
7 2 10 10 1] lf 17 
1 1 l a 4 
3 13 1] 12 8 12 
411 sources 2 100 100 100 | } 100 | 100 100 100 
| | 
Corporate manufacturing: Ini- | Noncorporate manufacturing: 
tial investment (thousands of | Initial investment (thousands 
dollars) of dollars) 
pte ‘e ell 
Personal savings-.. epi lasen teas! 68 | 61 | 63 | 55 
Capital stock: 
Officers and directors 74 70 58 | 34 hits. | 
Parent comp ny - 5 6 9 18 
Gener ul 2 1 | 5 8 
Supplier « | | 
Merchandise 1 + 4 2 | 7 3 | 6 
Equipme! 4 | 4 3 5 7 9 4 6 
Bank loa : 3 4 10 16 | 10 | 8 20 19 
Other..... tee : 12 12 10 15 | 13 15 10 15 
All sources 2__. 100 100 100 100 | 100 | 100 100 | 100 


1 Excludes firms with no employees. Data for trade cover the period 1945-47 and for manufacturing, 
1946-48, 


2 Details may not add to totals due to rounding. 

Sources: Lawrence Bridge, Capital Requirements of New Trade Firms, Survey of Current Business, 
De ber 194 Lawrence Bridge and Lois E. Holmes, Capital Requirements of New Manufacturing 
Fir Su f Current Busi s April 1950 

onan ° ° e 1 r - “0 
Che willingness of entrepreneurs to enter the ranks of small business, 


using their own savings, does not mean that there is a sufficiency of 
equit yc apit al. The statistics which indicate a lack of desire for out- 
side equity must be interpreted in the light of small-business hestita- 
tion to turn to outsiders for fear of loss of control.” 


1 James F. We st, Sma M - ness Promoters—A Case Study of Columbus, Ohio, Journal 
of Industrial I ( vember 1956. <A similar study of British firms indicated that 
founders of only 5 percent of the firms studied received help from relatives. In a few 
cases after the successful launching of the business, family provided additional capital. 
See F. R. Jervis, T ; 


Che Supply of Capital to New Business, Journal of Industrial Economics, 
February 1956. 

2 Where this fear is allayed, there does not appear to be the same hesitation. In Eng- 
land for example, the Industrial & Commercial Finance Corp., Ltd., which was organized 
to help small business, at the end of 12 years of operation had 42 percent of its outstanding 


investments in preferred and common shares. Industrial & Commercial Finance Corp., 
Ltd., London, Annual Report, 1956. 
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In automobile retailing, some equity is supplied to small business 
coupled with some assurance of continued small-business ownership. 
The 8 major manufacturers, accounting for about 95 percent of all 
passenger-car production, have arrangements through which long-term 
capital is offered to dealers.* This plan was initiated in 1929 by 
General Motors which organized Motors Holding Corp., later reorgan- 
ed into a division of the company. Motors Holding division sup- 
plies capital to individuals believed capable of successfully operating 
a dealership; funds are also made available for expansion needs of 
existing dealerships and to buy out inactive partners. 

The individual must supply a minimum of 25 percent of the required 
capital and Motors Holding division supplies the remainder. An 
essential feature of the plan is that provision is made for the orderly 
transfer of GM’s stock ownership to the individual dealer. In the 
first 26 years of its life, Motors Holding division has enabled 752 
dealers to acquire their own businesses.* The buy-out time has 
averaged less than 3 years.” 

Both Chrysler and Ford have organized similar plans for their 
dealerships in recent years. Ford has a dealer-development plan 
by which the corporation may furnish up to 80 percent of the required 
capital for a dealership. As in the GM plan, the dealer is given an 
opportunity to purchase Ford’s ownership.” At the end of 1955 
there were 65 automotive dealerships operating under the Ford plan 
and at the end of 1956, 76 auto dealerships and 1 tractor dealership.” 
Chrysler inaugurated its dealer-enterprise plan in 1954. It will 
supply up to 75 percent of the capital required for a dealership. 
Within 2 years of operation it had invested $4,364,000 in 47 dealer- 
ships.” 

One source of equity capital for manufacturing concerns is firms 
which operate in the venture capital field, seeking capital gains 
through investment mostly in radically new products. American Re- 
search & Development Corp. (A. R. & D.), for example, seeks invest- 
ments in companies which are new, small, and financially weak. It 
believes it performs a socially important function in seeking profit- 
able investments.”® It generally buys a substantial stock interest in 


*The programs of the automobile companies are not assistance programs but are derived 
from their competitive marketing efforts. Automobile companies, after experimentation 
with factory-owned retail outlets, decided that dealer-owned outlets were more satisfactory. 
They have, therefore, used their financial power to develop the best possible dealerships. 
The Ford Motor Co., early in its history, had representatives visit local banks prior to the 
establishment of a dealership. It agreed to deposit funds in the bank provided that the 
bank loaned money to the Ford dealer. In the depression, Universal Credit Co., which had 
financed Ford dealer retail sales, organized a subsidiary, Universal Dealers Co., to make 
long-term loans to dealers, 

*U. S. Senate, Committee on Interstate and Foreign Commerce, Auto Marketing Prac- 
tices, hearings, 84th Cong., 2d sess., 1956. 

*=The terms of the dealership agreement provide that in addition to his salary as man- 
ager of the dealership, the dealer receive a bonus of one-half of all profits in excess of 15 
pereent on paid-in capital. The remaining profits are divided between the dealer and 
Motors Holding division according to stock ownerhip. The dealer must use all the profit 
accruing to him plus one-half of his bonus to retire the stock held by Motors Holding. 
The advantages to the dealer are obvious. He secures equity capital, but in a form which 
he knows is temporary since the more successful the firm, the faster he increases his equity 
as he purchases GM's equity in the dealership. In this manner General Motors assists 
persons who are experienced but who lack sufficient capital to open their own dealerships. 

*Auto Marketing Practices, op. cit., p. 1052, 

“U.S. Securities and Exchange Commission, Form 10K, Ford Motor Co., 1956. May be 
consulted at SEC. ; 

*U. S. Securities and Exchange Commission, Form 10K, Chrysler Motors Corp., 1956. 
May be consulted at SEC. ; nh 

*U. S. Congress, Senate, Committee on the Judiciary, Legislation Affecting Corporate 
Mergers, hearings, 84th Cong., 2d sess., 1955, on S. 3341, S. 3424, and H. R. 9424. State- 
ment of Merrill Griswold, American Research and Development Corp., June 2, 1956. 
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the company and, in most cases, as capital requirements increase with 
growth, it increases its investment so that it frequently assumes voting 
control. It replaces management when it feels this to be necessary, 
A. R. & D. has secured preferential tax treatment from the Govern. 
ment as a regulated investment company. Under the tax laws, regis. 
tered investment companies must have at least 50 percent of their 
assets in companies in which they do not own more than 10 percent 
of the voting stock. The Internal Revenue Act of 1951 modified this 
restriction for venture capital companies on the assumption that they 
may have to supply a greater proportion of the capital to exploit new 
inventions, At present A. R. & D. is the only venture-capital com- 
pany which has applied for this tax advantage, indicating the limited 
results of this tax provision. An analysis of A. R. & D. annual 
reports indicates that from 1946 to 1956 it earned $105,448 in regular 
income, $506,328 in realized capital gains, and the market value of its 
portfolio grew from $6,195,528 to $9 6S 390. 

As noted in the Commerce study, small business expresses a demand 
primarily for loan capital. To some extent this demand is met for 
established as well as for new small concerns. New business has no 
history upon which financing institutions can rely, but founders of 
many small businesses are sufficiently experienced to assure themselves 
of some bank credit, and banks will lend where there is a suitable 
equity position. 

The only empirical data compar ing the ability of new and old firms 
to borrow funds were gathered in the 1954 Department of Commerce 
survey previously mentioned. In this survey new firms were defined 
as those organized in the period following March 1951, that is, firms 
with less than 4 years’ experience. These statistics, therefore, do not 
refer strictly to new business formation. The survey indicated that 
new firms reported a need for outside financing more frequently than 
older firms, but that older firms obtained a slightly larger proportion 
of funds desired. New firms had a greater demand for equity funds, 
and of the firms surveyed almost one-half of this demand was ob- 
tained, It should be noted that only surviving firms were surveyed 
and mortality among small businesses is high. With regard to source 
of funds, new firms were more dependent than older firms upon non- 
bank sources (table 4). 


TABLE 4.—Number of loans obtained, by source 


[In percent] 





Established | New firms 
firms 





Ba , 
Individual ! . 
SN ao io canes 


All sources 





1 Partner, corporate official, acquaintance or relative. 
2 [Insurance companies and other financial institutions, supplier, equipment dealer, factory, Government, 
and other. 


Source: McHugh and Ciaccio, op. cit. 
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Capital for growth 

In discussing the problem of small business, there is a tendency to 
visualize its potentials solely in terms of the new manufactured prod- 
uct—the exciting innovation. But by virtue of numbers, as well as 
the development of know-how and awareness of the firm’s problems, 
the need for financial help to firms in existing industries, whether they 
be in manufacturing, service, or trade, is of much greater magnitude. 
The new invention, if commercially feasible, stands a better chance 
of attracting capital than the old product or service. 

The existing firm which is ready to turn out a new product or offer 
a new service, or to serve a new area, has as great a need for capital 
as the new firm attempting to break into a market. Growth places 
financial requirements on a firm which frequently result in a shoe- 
string-type operation that invites disaster. It is at this stage of de- 
velopment that loss of control looms as an alternative to sharp curtail- 
ment in growth or even failure. A typical example is the small manu- 
facturing business with a relatively unseasoned product and growing 
demand. Starting with minimum capital and multipurpose ma- 
chinery, significant cost reductions are possible through specialized 
equipment and increased volume. In essence it is ordinarily probable 
that there will be a long-term trend of declining costs for the product. 
Situations like this are not hidden for long and, if investment is not 
made in new equipment, a competitor will invade this market. The 
entrepreneur is forced either to expand or to resign himself to being 
a high-cost producer. Thus the entrepreneur in reality faces a critical 
period throughout his growth when he must always balance rapid 
growth and financial weakness against slower growth and possible 
loss of market. 

Yet the possibilities of relatively minor and unspectacular changes— 
where an established firm seeks to take on a supplementary line of 
apparel, paper boxes, or accessories, or a change in process that makes 
an old product available to a new use, e. g., a producer durable rede- 
signed for consumer use—can add up to new growth for an established 
small enterprise. Yet a special institution tailored to review and fi- 
nance such common situations which may require additional long-term 
capital, including fixed capital, is not available to the firm contemplat- 
ing such an advance in its growth cycle, although individual concerns 
facing such problems may be able to obtain proper financing from 
banks or other institutions. 

Continuity of enterprise 

Another special problem of small-business financing is that of trans- 
ference of management or ownership so as to assure continuity. The 
reality of this problem is in se selected in the reluctance of persons 
to invest in small business because of the crisis occurring with the 
demise or retirement of the founder or principal executive. In small 
business many functions are performed by one person and there is 
generally no depth in executive ranks for leadership to be readily 
transferred.” The owner of a small business which has grown through 





® See study 15 (Clark), p. 322. 
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reinvestment of profits frequently offers its founder a sizable return 
only by sale. In addition, because of the founder’s knowledge of how 
per rsonal his success has been, he will frequently want co1 nplete sever- 
ance upon retirement and a return of his capital for reinvestment in 
more liquid or less risky ventures. 

Upon death, the problem of transfer of management becomes even 
more pressing upon heirs who are not directly associated with active 
management. Frequently the problem of transfer becomes a financial 
one because of estate taxes. The orderly transfer of small-business 
ownership creates a need for capital and is reflected in the large number 
of businesses offered for sale each year to big business.** U sually only 
big business has the assets to ms ake acquisitions at such times. While 
owners of small businesses might prefer not to sell out to chains or to 
large industrial empires, they have few alternatives when an imme- 
diate transfer of ow nerve: is necessary. 

In Engl: ind, the extent of death duties has made this problem more 
severe; in 1953, three firms were organized to deal specifically with it. 
In this country, motors holding division of General Motors will sup- 
ply capital funds to buy out partnership shares or entire automobile 
dealerships which must be sold due to death. In general, however, no 
adequate capital institutions exist in this country capable of dealing 
with this problem. Frequently capable persons who are available 
within a business and could operate it successfully do not have the 
capital to assume ownership. <A financing institution which would ap- 
proach this problem with the purpose of maint: Lining the independence 
of small business by orderly transference of owner: ‘ship would contri- 
bute to the health of the entire small business community. 


CONCLUSIONS 


Since the days of the MacMillan report many improvements in 
small-business financing have occurred, but from the complaints of 
small business it would appear that this “ gap” still exists. The prob- 
lem now appears perl haps not in the same light as viewed in the 1930's, 
when equity capital raised through pub lic issuances was an objective 
for small business, but in the more general framework of investment 
opportunities, whether they be satisfied through equity capital or 
through loans. 

With respect to adequacy of small-business financing, two conclu- 
sions emerge. First, our banking institutions do satisfy most bor- 
rower demands for short-term loans. As length of term increases, in- 
adequacies in our financing structure become more apparent. Sec- 
ond, small business rarely expresses a desire for what it knows is 
unavailable. 


31 An officer of Swift & Co., in response to a query by one of the authors, estimated that 
during the decade following World War II the company received approximately 8,000 
propositions for the sale of small packing plants and related food enterprises which the 
owners or executors wished to dispose of. A listing by General Motors of its acquisitions 
and the circumstances of the acquired firm in many instances shows this same problem of 
transference. The widow of Albert Champion sold her interest in the A. C. heart Plug Co. 
to General Motors. Upon the death of James Allison, the Allison Engineering Co. was 
offered for sale. Mr. Doehler, founder of Doehler Die Casting Co., was anxious to withdraw 
enpital to diversify his investments: one owner of North East Electric Co. (ultimately 
Delco Appliance Co.) was faced with ill health and the other was looking forward to retire 
ment; the widow of the founder of Sunlight Electric Co. did not feel that she should have 
a large interest in a business which she was not prepared to operate (U. S. Senate, Com- 
mittee on the Judiciary, Study of Antitrust Laws, hearings, 84th Cong., 1st sess., 1955, 
pt. 8. pp. 4292-4310) 

a2 ne Frost, The MacMillan Gap 1931-1953, Oxford Economic Papers, New Series, 
vol. 6, June 1954, p. 192. 
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The greatest need is for an institution to which small business can 
bring its case for capital. There is no opportunity for small busi- 
ness to outline its plans for growth, indicate the type of capital it 
requires, and secure advice on and consideration of its plans. Small 
business could think in this manner if there were a point in so doing. 
As long as small business gets its capital in a haphazard way it will 
think in this manner. There is no purpose in small business seeking 
capital to plan its growth if the type of capital required is unav ail- 
able. In the same vein, asking small business about its immediate 
needs is not giving small business an opportunity to discuss its desires 
and what it could accomplish if capital were available. This is ap- 
proaching small-business financial requirements from a bail-out view- 
point rather than from an interest in economic growth of the small- 
business community. 

In this context, the Small Business Administration supplies financ- 
ing to small business but functions as a distress organization to which 
small business turns after finding it impossibe to obtain loans else- 
where.* In addition to its limited ability to make loans, the SBA 
does not hold out any promise for Seveleenyee: While it has helped 
some 40,000 small businesses over the past 4 years, this help has been 
in the form of loans that commercial banks have refused. This 
differs from an organization established to function as an investment 
bank for small business, a bank which would ultimately indicate 
whether or not a field for private investment banking serving small 
business exclusively could develop. 

A review of financing facilities available to small business leads to 
the conclusion that they are inadequate. Inadequacy cannot be 
proven in precise statistical terms. The nature of the problem does 
not allow for precision in measurement. Our conclusion is not based 
solely on such statistical data as available; it is also inferred from the 
information available from interviews and congressional hearings, it 
is also based on a belief in what could and should be accomplished. 

If we desire a dynamic small-business community as a social, politi- 
eal, and economic goal, its achievement under present conditions en- 
tails taking positive steps to provide small business with the financing 
facilities to keep abreast of current technology and competition. 
Many of the innovations in lending practices to small business have 
come only through the leadership of Government and following direct 
lending programs by Government agencies. Perhaps it is necessary 
for Government to lead and experiment in a field where “other peo- 
ples’ money” is at stake. Small-business financing is such a field. 


4 Soe study 


12 (Arlt), p. 253 





5. ADEQUACY OF SMALL BUSINESS FINANCING: 
ANOTHER VIEW’ 


INTRODUCTION 


The purpose of this paper is to evaluate the literature on the ade- 
quacy of financing for small business firms since World War II. Such 
an evaluation includes development of criteria of adequacy, consid- 
eration of the types of data by which adequacy may be measured, 
reviewing the extent to which the literature has generated, examined, 
and properly interpreted such data, and indicating the desirability 
and feasibility of further investigation. 

Adequacy of financing can be judged only with regard to specified 
objectives. Many objectives for small business financing are possible 
and many are indeed advocated. These range from the goal that each 
person of “good character” should have access to capital to start a 
business if he so desires, to the goal of “developing unity and keeping 
the family together,” to the more limited goal that small business 
should be healthy and the even more limited goal that small business 
should have a fair share of available funds? Finance ing which may be 
adequate in the light of one objective may be inadequate with respect 
to other objectives. 

This paper will be concerned with adequacy of financing in terms 
of two goals or objectives. The first is a broad socioeconomic objec- 
tive—the economic health and ability to grow of small business. The 
second is a more limited objective—a fair and equitable distribution 
of the available supply of capital funds. 

Available literature on small business financing is deficient in at 
least two major respects. There are no comprehensive studies of the 
full postwar period, and the analyses that are available have tended 
to miss many of the more important trends in small business financing 
by narrow concern with individual types of capital funds. In at- 
tempting to evaluate the literature, it has been necessary to introduce 
data not commonly utilized in the literature of small business. 


1 By Irving Schweiger, University of Chicago. 

Irving Schweiger is currently associate professor of marketing, University of Chicago; 
editor, Journal of Business of the University of Chicago; and economist and statistician 
for Elrick & Lavidge, Chicago, Ill., a consulting firm specializing in market research and 
planning. Clients include many small businesses as well as medium and large businesses. 
He was formerly an economist, Board of Governors of the Federal Reserve System, Wash- 
ington, D. C. Primary responsibility: Survey of consumer finances. Education: 1954-55 
postdoctoral award in statistics and fellow of the department of economics, University 
of Chicago; 1946-54 graduate study in economics, George Washington University, Wash- 
ington, D. C.; and 1939 BBA, the City College of New York. 

2U. S. Congress, Senate, Committee on Banking and Currency, Credit Needs of Small 
3usiness, hearings, 85th Cong., ist sess. (June 1957), pp. 66, 68. Cited hereafter as 
Credit Needs of Small Business. U. 8. Congress. House. Select Committee on Small 
Business, Problems of Small Business Financing, hearings 85th Cong., 1st sess. (Novem- 
ber 1957), pp. 86, 320. Cited hereafter as Problems of Small Business Financing. 
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ECONOMIC HEALTH AND ABILITY TO GROW 


The literature of the economic health and ability to grow of small 
business firms has been concerned with the following main issues: 
(1) Declining profits and earnings. 
(2) Insufficient savings to start new firms. 
(3) Inability to obtain loan or equity funds to initiate or ex- 
pand small businesses. 
(4) Inability to save out of income to expand existing firms 
because of high tax rates. 

Inadequate financing facilities have been claimed as an important 
if not the chief contributor to the first three of these developments 
and a major supplementary factor in the case of the fourth. Each 
of these issues will be investigated in turn to ascertain the magnitude 
of the problem and the possible influence of inadequate financing. 

There is no single definition of small business that is appropriate to 
all problems. Firms with assets of less than $1 million will be the 
standard definition of a small business throughout the paper unless 
itis stated otherwise in a specific context. Such a standard definition 
has many expository virtues. 

Earnings 

The income or earning rate of small business firms is the basic indi- 
eator of their health and ability to grow. Income is the chief deter- 
minant of the value of the business. It also affects the ability of the 
firm to generate funds for reinvestment, as well as to attract external 
funds in the form of bank or other credit or equities. Income is, how- 
ever, one of the most difficult items to measure accurately. 

There is considerable controversy as to the level and direction of 
small business earnings. Part of the problem is the scarcity of repre- 
sentative statistical data bearing on this point. A second difficulty 
is that most of the earnings data available suffer from distortion due 
to tax avoidance decisions, 

In the case of unincorporated businesses, especially small ones, 
there has been a tendency substantially to underreport income and 
overstate deductions. In 1948, an audit of tax returns by the Bureau 
of Internal Revenue indicated that individual returns of less than 
$25,000 with business or professional income had understated income 
tax liabilities by an average of 25.7 percent. The relative understate- 
ment declined to 9.2 percent for similar returns between $25, 000 and 
$100,000 and to 3.2 percent for returns of $100,000 and over. 

Understatement of tax, and income, by corporations is isi found 
by audit. Audit of 1948 returns prov ided the basis for additional 
taxes of $170 million on approximately $502 million undisclosed 
profits, according to Commerce Department estimates.t This works 
out to a marginal tax rate of 34 percent suggesting that most of the 
deficiency was found among smaller corporations. In 1954, the 
latest year for which such audit data are available, additional income 





*Marius Farioletti, Some Results From the First Year's Audit Control Program_ of the 
Bureau of Internal Revenue, National Tax Journal, vol. 5, No. 1, March 1952, Sy 2 

*‘U. S. Department of Commerce, National Income, 1954, p. 214. Cited hereafter as 
National Income, 1954. 





FINANCING SMALL BUSINESS 


taxes of $703 million were required on unreported corporate profits 
estimated at $1,350 million.’ The sharp increase in volume of under. 
stated income and even faster rise in extra taxes involved indicate 
that this type of bias in income reporting involved larger corpora. 
tions in 1954. In 1948, the added corporate taxes resulting from audit 
amounted to 1.4 percent of aggregate corporate income taxes; in 194 
these additional taxes amounted to 4.2 percent of the comparable 
agoregate. 

These substantial understatements in reported business income with 
the bias decreasing with size of firm present. obvious difficulties in 
attempting to analyze levels and trends in business income. 

Another difficulty in attempting to measure small-business earn. 
el is the frequent practice, in the case of small corporations, of 

handling salaries of officers and other e xpenses in such way as to mini- 
mize total income taxes for the corporation and its officers in partie. 
ular when these are the main stareholders. This may lead to redue- 
tion of the firm’s stated earnings. 

In 1957, for example, after analysis of Statistics of Income data, 
the Small Business Administration had this to say about relative 

‘hanges in earnings of small and large corporations from 1947 to 
1953: 


c 


Comparisons of rates of return on net worth, before or after taxes of large 
and small corporations are likely to be misleading since, in a small corporation 
owned and managed by the same persons, the dividing line between dividends 
and compensation of officers is less clearly drawn. Payments to officers as com- 
pensation may reflect, in part, a return on investment. The decision as to how 
payment is to be made, whether as compensation or dividends, may be based 
largely on tax considerations. In relation to the return on investment, the conm- 
pensation of officers is a much larger factor for small companies than for large 
ones. Therefore, it is important to take particular account of it in appraising 
the profitability of small concerns. A study made on the basis of data through 
1953 shows that when compensation of officers is added to the amount of earnings, 
no appreciable decline in rate of return on net worth is observable between 1947 
and 1953.° 

To underscore the significance of the finding that there was no 
appreciable decline in return on net worth of “small not scna 
corporations between 1947 and 1953, it should be noted that in 1947 
earnings after taxes averaged 16.3 percent before adding back officers, 
compensation and without making any adjustment for underreporting 
of income. During this same period, larger manufacturing corpora- 
tions had a decline in return on net worth after taxes from 155 
percent in 1947 to 10.8 percent in 1953, also without allowance for 
officers’ compensation or underreporting. 

Comparison of profit ratios since 1953 is awkward because there is 
no basis for judging if any further shift has occurred in the erncial 
item of officers’ compensation. 

For what it is worth, the rate of earnings after taxes on net worth 
of small manufacturing corporations | during the first 9 months of 
1957 compares favorably with the 1953 rate, 9.4 to 7.1 percent, before 
allowance for officers’ compensation or underreporting.’ If officers’ 
compensation in 1957 were at a level equivalent to that of 1947, small 


5 Survey of Current Business, July 1957, p. 23. 

®U. 8. Small Business Administration, 7th Semiannual Report, 1957, p. 18. 

7Profit ratios obtained from U. S. Federal Trade Commission-Securities and Exchange 
Commission, Quarterly Financial Reports for Manufacturing Corporations. 
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manufacturing corporations as a group would apparently have earned 
at least 16 percent on net worth after taxes based on reported profits 
plus probably several more percentage points accruing from under- 
stated earnings.® 

Maintenance of large earnings in relation to net worth was fostered 
by a very rapid increase in use of credit by small businesses, as is 
discussed i in the section on debt. 

It is important to note that small manufacturing firms did have 
ahigh rate of earnings after taxes in the postwar period, possibly 
a higher rate on net worth than that of large manufacturing firms. 
These earnings could be retained by the smaller firms, and used as 
a basis for attracting additional loan or equity capital or could 
be paid out to officers in the form of compensation or to stockholders 
inthe form of dividends or reacquired stock. A large portion of earn- 
ings of smaller cor porations was used to increase compensation of of- 
fcers according to Statistics of Income data. Other sources suggest 
that reacquisition of blocks of own stock by small companies was also 
frequent. 

Another guide ' change in income levels of small businesses is 
furnished by the Federal Reserve Board’s Surveys of Consumer 
Finances. These surveys have been conducted annually with a small 
probability sample of the spending units in the population, including 
spending units headed by self-employed nonfarm businessmen. In 
1951, the first year for which the self-employed business group was 
tabulated separately, the median income including any nonbusiness 
income was $4,180. Subsequent income increases brought the median 
level up to $7,500 in 1956—a gain of 80 percent in 5 years. By way 
of comparison, the median income of all spending units in the popu- 
lation rose from $3,200 in 1951 to $4,250 in 1956, an increase of 33 
percent (table 1). 

These survey findings refer to businesmen in all nonfarm indus- 
tries, with the great majority in the small business category. The 
data’ suggests that the incomes of small businessmen have risen fairly 
steadily during recent an and probably at a faster rate than that 
of the whole population. Undoubtedly, there are variations from 
this upward shift by product line, or locality, and individual circum- 
stances but these always exist. It can be expected, however, that 
the current recession will reverse this upward shift for small businesses 
as it will tend to reduce the earnings of large firms. 


*The Department of Commerce considers that data for small corporations provide 
a fairly satisfactory index to the movement of noncorporate inceme in the same industry 
although the basis for generalization is still limited. ‘“Industry-by-industry compilations 
of profit ratios (adjusted to include corporate officer compensation) for corporations in 
the 2 or 3 smallest asset-size classes showed the same pattern of decline as exhibited by 
the noncorporate ratios (between 1945 and 1947).” National Income, 1954, p. 81. A eom- 
plicating factor in an uysis of data for early postwar years with later years is a tendency 
to shift legal form of organization from m ncorporate to corporate status with the ending 
of the corporate excess- profits tax. Rel: itively few firms were involved but the effect on 
sales and income was appreciable because the shift was made chiefly by large firms— 
partnerships in manufac turing, retail trade, wholesale trade, and contract construction. 
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TABLE 1.—Average income of nonfarm self-employed businessmen spending unity 
1951-56 * 











j i 
All spenaing units | Self-employed businessmegi 
Year | Psy 5 

Median Mean Median | Mean 

income income income income 
— — = _— —— = “a ———w _— os i 
1951... neiden Sadthi; tei pit! $3, 200 $3, 820 $4, 180 $5, 8) 
Ts san eed cae Sa eros 3, 420 4, 070 4, 730 704 
1953 Een ens 4. : 3, 780 | 4, 570 5, 000 8 3 
id Sta namin | 3, 700 4, 420 5, 710 8, 38) 
ee 3, 960 4, 650 6, 000 8, 1) 
1956_.__. Na te eee | 4, 250 5, 140 7, 500 10, 73) 


1 Spending units headed by nonfarm self-employed businessmen, including owners of closely held corpo 
rations, unincorporated businesses, and self-employed artisans. Income includes any nonbusiness incom 
earned by members of the spending uait. 


Source: Federal Reserve Surveys of Consumer Finances, 


Saving and investment 

There are other difficult questions in considering the ability of thes 
firms to finance expansion. In earlier decades, retained earnings were 
the chief source of funds for business expansion. Currently the posi- 
tion is widely held that income taxes are so high that insufficient 
funds are left to small businesses to permit expansion.° 

No conclusive answer seems possible at this time. There is infor. 
mation, however, that can reduce the area of uncertainty. The 
material previously presented on the earnings after taxes of small 
manufacturing corporations is one type of information. Studies of 
family saving and net worth also provide a basis for judging the 
volume of saving of small-business men and what they do with thes 
funds. 

On two occasions the surveys of consumer finances have obtained 
information on many of the assets and liabilities of individual spend. 
ing units. These were in early 1950 and in early 1953. 

In both years it was found that aggregate investment in ow 
businesses constituted somewhat less than half of the total of included 
assets of nonfarm businessmen.’® Major additional assets were owner 
occupied homes, other real estate, liquid assets, and stock holdings 
Debt—personal and mortgage—was relatively low for businessmen, 
amounting to only 6 percent of their total assets compared with 2 
percent for the whole population. The value of business interest a¢ 
counted for half or less of total assets of 61 percent of businessmen 
Among self-employed businessmen with a business interest valued 
at $25,000 or more, the business interest accounted for less than half 
of assets in 27 percent of the cases and less than four-fifths of total 
assets in 77 percent of the cases (table 2). 


® For typical statement, see Credit Needs of Small Business, pp. 66—67. 

10 Assets included are: Value of interest in an unincorporated business or privately held 
corporation ; owner-occupied homes; other real estate, including commercial and rentd 
property, summer homes and farms; automobiles ; and common or preferred stock in corp 
rations open to investment by the general public. Major assets not included are: Insu- 
ance; currency; trust funds; annuities; bonds of corporations, and of State, local, ani 
foreign governments ; household possessions such as furniture ; and jewelry and paintings 
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Taste 2.—Distribution of self-employed businessmen by value of business interest 
as a percentage of total assets 


(Percentage distribution of spending units within value of business interest groups] 











Value of business interest 
Ratio of value of business interest to total assets |_ 
(percent) 
Under $1,000 | $1,000-$4,999 | $5,000-$24,999| $25,000 and 
over 
1 to 19... nt etches 2 79 41 7 1 
20 to 20... ppuakinacaeaan 1 27 14 6 
90 to 39... 10 | 13 12 4 
4 to 49.-- edie conoccaus ace 2 2 20 16 
§0 to 59... . ‘ | (*) 3 21 18 
60 to 69-_- ; , Lakeel 8 3 ll 19 
70 to 79... i (‘) 3 3 13 
80 to 89__- re . @) 3 7 15 
9 to 99... ben i reece ‘ (}) 1 4 8 
100 wees (*) 4 @) (@) 
$$ | | SE, | 
All iat. ..-..-... e ~ _.| 100 100 100 100 











1 No cases reported or less than one-half of one percent. 


Source: 1950 and 1953 Federal Reserve Surveys of Consumer Finances, combined, a total of 442 cases. 


That these other nonbusiness assets are used to support the business 
operation when necessary is indicated by a special study of the Pru- 
dential Insurance Co. This survey for the period 1953-56 showed— 
** * that they made about the same volume of business loans that took the 
route of the residential loan as they made in the form of strictly business loans.” 

This pattern suggest that many businessmen have no need for all 
of their funds to expand their businesses but can invest substantial por- 
tions elsewhere, such as in real estate or in stock holdings. This is 
consistent with the finding of a Department of Commerce survey in 
1954 that 57 percent of established business firms desired no outside 
funds. If need develops, many businessmen have considerable re- 
sources to call on. Probably young businessmen and owners of newly 
established firms are in a less comfortable position with regard to 
accumulated funds. 

How rapidly can businessmen expand their saving? Some light is 
shed on this point by survey data on the rate of saving out of income 
by business people. Such information was obtained by several nation- 
wide surveys of consumer finances in the postwar period and by a 
1950 Bureau of Labor Statistics study of the urban population. ‘The 
survey saving statistics are very crude and subject to considerable 
margins of error. However, in all postwar surveys, the differences in 
savings between business and soni alaeitel groups are so large and 
consistent as to direction that they suggest strongly a real difference 
in saving behavior. 


"Testimony of Mr. James J. O'Leary, director, Investment Research, Life Insurance 
Association of America, Problems of Small Business Financing, pt. I. 
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Four separate surveys conducted in 1948, 1949, and 1950 indicated 
that, as a group, owners of unincorporated nonfarm businesses saved 
from 3 to 4 times as large a percentage of their total income as did all 

recipients of personal income. The greater rate of saving appeared to 
result both from a higher average level of income and a tendency to 
save a larger pert entage of high income than other groups. At dispos- 
able income levels of $10, 000 and over, units headed by businessmen 
saved an average of more than one- third of income. Business men at 
all income levels averaged a saving rate of at least 15 percent of income 
in these surveys (table 3). 
These data provide no direct answer to the question on the extent of 
shortages of personal funds to expand existing businesses. They sug- 
gest th rat a large percentage of — businessmen have all the equity 
funds they require plus considerable resources outside the business 
which can be tapped if desired. As to current ability to accumulate re- 
sources, businessmen apparently did save at a very high rate in the 
1948-50 period if their operations were sufficient successful to provide 
a disposable income of $10,000 or more. If incomes were lower, the 
rate of saving apparently declined rapidly, making it co nsiderably 
more difficult to expand by plowing back earnings. 


Invest me nt an new business 


In the 11 years 1946-56, there was a net expansion of 1,045,000 firms 
in the business population (table 4). A crude but probably conserva- 
tive estimate is that these additional firms involved initial investments 
totaling approximately $10 billion of which about $6 billion was in 
equity form (see pp. 143-147 for details). Gross investment in the 
4,310,000 new firms established in this period was approximately four 
times as large. This huge flow of investment funds to small busi- 
nesses went almost wholly through informal channels. 
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TasLE 3.—Income and savings of unincorporated businesses and of all urban 
(or nonfarm) units 
































| Distri-} Aggregate | Aggregate | Aver- | Saving- 
| bution | income saving |; age income 
Survey, type of unit, and income ofunits|___—_ ‘ | income} ratio 
| (per- | | | (dol- | (per- 
cent) | Billion} Per- | Billion} Per- lars) cent) 
| | dollars | cent dollars | cent 
| | | 
A. BLS, Wh irton (1950): poor an 
1. All urban units, with income: | | | 
Under $3,000___- ‘ 40 | 21,706 17 |—3, 385 —60 | 1,742}; —15.6 
$3,009 to $4,999. __ 33 | 41 465 32 225 4 3, 934 ‘5 
$5,000 to $7,499_.. 17 | 32,340 25 1, 698 = 5, 976 5.3 
$7,500 to $9,999 6 | 14, 842 11 1, 836 | 18 423 212.4 
$10,000 and over 4 | 19,989 15| 5,263 93 5, 877 | 226.3 
TUG .ddbown 100 130, 342 | 100 | 5, 637 100 | 4,147 | 43 
: ee ee eee = = = | ——-——— 
2. Unincorporated businessmen, with 
income: | | | 
Under $3,000 31] 1,384 8 —842 —30 , 571 —60. 8 
$3,000 to $4,999 23 | 2,670 14} —196 —7| 4,033 —7.3 
$5,000 to $7,499 20 | 3,556 19 352 13 | 6,110 | 9.9 
$7,500 to $9,999_- “ 12; 3,030 17 528 19 | 8,417 17.4 
$10,000 and over all 14 | 7,604 42 2, 953 105 | 18, 546 | 38.8 
Total___- | 400 | 18, 244 100 | 2,795 100 | 6,302] 15.3 
B. Klein-Margolis Survey of Consumer | | 
Finances (1948-50): | | 
1. All nonfarm units, with income: } | 
Under $3,000__..__- : 52 | 41, 296 27 |—2, 455 —21 | 1,728 —5.9 
$3,000 to $4,999. __ __ | 33 | 57.642 38 | 3,897 33 | 3,839 6.8 
$5,000 to $7,499__- ; eat 10 | 26, 918 18 | 3,151 27 | 5, 886 | 11.7 
$7,500 and over.....---- tia 5 | 26,918 17 | 7,206 61 | 12, 268 27.5 
Total__. - ..| 100 |152, 098 100 | 11,799} 100} 3,334} 7.8 
2. Unincorporated businessmen, with | | | 
income: | | 
Under $3,000 : 37 | 1,857 11 |—1,057 —25 1,379 | —56.9 
$3,000 to $4,999_- 30 | 4,226 24| 1.039| 25] 3.875| 246 
$5,000 to $7,499... 18 | 3,882] 22] 1,046 | 25 | 5,981 | 26.9 
$7,500 to $9,999. 7| 2,222 13 | 1,035 25 | 8,578 | 46.6 
$10,000 and over. 8 | 5,205 30 | 2,112 | 50 | 17, 180 40.6 
Total. 100 | 17,392 100} 4175) 100] 4,768 24.0 


! Average income for all units with incomes over $7,500 is $11,530. 


‘y 


? Ratio for all units with incomes over $7,500 is 20.4 percent. 


Source: Irwin Friend and I. B. Kravis, Entrepreneurial Income, Saving, and Investment 
Economic Review, June 1957, p. 299. 


, American 

Net expansion of the business population slowed as the war-caused 
shortfall in new firm formation was made good. Formation of new 
businesses, however, continued at a high rate into 1957 with 211,000 
new entries in the first 6 months of the year. 


TABLE 4.—Number of firms in operation, selected dates 


[Thousands] 





Year (annual average or date) | All industries |] Year (annual average or date) Allindustries 
1929. Dec. 31, 1945... 3, 242 
1933 Dec. 31, 1950_-- 4, 067 
1939 Dec. 31, 1956. ..- 4, 287 
1943 June 30, 1957.. sniaia 4, 322 

Source urv f Current Business, January 1954, p. 12; April 1955, p. 15; January 1958, p. 6. 
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Failures and reasons for failure 

The number and rate of business failures has tended to increase from 

the very low figures prevailing at the end of the war. A partial ex- 
lanation is the more rigorous competition that developed as the 
caiiaen population expanded. 

In recent months, the number of failures has increased as economic 
activity has turned down. Relative to the number of firms, failures 
are still considerably below the 1930’s and the prosperous 192 0's, 

In September 1957, the failure rate, seasonally adjusted, reached a 
postwar high of 58.7 per 10,000 concerns listed in the Dunn & Brad- 
street Reference Book. It dropped somewhat to a 51.5 rate in Octo- 
ber. By comparison, the failure rate was 70 for all of 1939, 83 for 
1930-39, and 99 for 1920-29. 

If the operations of small businesses were significantly affected by 
unavailability of capital funds except at high cost, it is reasonable to 
expect this factor to appear as an important contributor to business 
failure. Numerous and widely accepted studies of business failures 
have almost always concluded that lack of capital and credit were 
rarely the causes of failure. The blame has usually been placed largely 
on personal factors—incompetence, inexperience, lack of judgment, 
family problems, poor health, ete." 

Such personal causes of failure exist and are quite important. Yet 
there appears reason to suspect that they overstate the per ‘sonal and 
minimize the importance of insufficient financial resources 


22 Survey of Current Business, January 1958, s 5, and National Industrial Conference 
Board, The Economic Almanac, 1956, p. 302. 2 ‘also study 9 (Markham). 

1% For a digest of such studies, see Edwin B. George, Can Small Businesses Get the 
Capital They Need? Dun’s Review, October 1952, p. 117. 
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RATES OF BUSINESS FAILURES .9 


Number of Failures per 10,000 Firms ~ 1900 Through 1957 
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One ground for suspicion is that it is extremely difficult to detep. 
mine whether an individual is competent or not. What frequently 
influences judgments of other people is whether they are successful gy 
not. A second and more fundamental reason for suspecting past 
studies of business failure is that they are poorly designed and appear 
to make no allowance for random variation of important factors, 

This can be illustrated by the following example. Let us first ag. 
sume that failing firms average a 6 percent bad debt loss and all firms 
a 2 percent loss. Let us further assume that 2 percent of all busineg 
accounts will fail in a given period and that credit grantors possess 
equal ability in deciding who is to receive credit and in what amount, 
A distribution of bad debt losses per credit grantor should be expected 
ranging from zero percent to 8 or 10 percent strictly as a matter of 
random variation. 

This implies that it is possible for two firms of equal management 
competence to have widely dissimilar bad-debt ratios because of ran- 
dom variation in the distribution of accounts that turn bad. How. 
ever, some firms that have 6 percent bad-debt losses in any one period 
will have financial resources to absorb the loss and continue in busi- 
ness. Other firms will not have the sources and will fail. These will 
tend to be small-business firms. 

It can be calculated that approximately 60 of every 10,000 firms will 
have bad debts of 6 percent or greater strictly by chance when the 
average for all firms of equal competence is 2 percent.’* It is a coine:- 
dence that the current annual rate of business failures is about 50 for 
every 10,000 firms. Firms with little capital are least able to beara 
6 percent or greater loss and will fail most frequently. An investiga- 
tor would prob: ibly be told by injured creditors that the managers ‘of 
the firms that failed were incompetent and didn’t know how to grant 
credit. 

At least two other factors also tend to make the small business record 
appear in a poor light. The larger the group of accounts, the greater 
the probability that the bad-debt loss will average within a narrow 
range of the 2 percent population value. Big concerns with many 
more accounts on their books thus have the law of large number 
working in their favor. A further factor is that the population of ac 
counts which are available to many small concerns is probably of lower 
quality. 

These three factors would tend to make small business failures, with 
above average bad-debt losses, appear to be due to incompetence when 
the fundamental reason is financial. 

Much the same reasoning applies to many other areas of busines 
decision. A certain proportion of decisions are bound to be in error, 
For example, the great majority of new product ideas which are 
financially supported by large firms end in failure. Random fluctus- 
tions in the bunching of bad decisions of all types will result in some 
firms being hurt very badly. Again, the large concerns can usually 
absorb the losses while the small ones are less able to do so. Yet, in- 
vestigators will find that mistakes in judgment were made by failing 
firms with above-average frequency and will tend to draw the wrong 
inferences. 


1% An approximately normal distribution is assumed with each firm having about 10 
accounts. 
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These remarks are not intended to suggest that personal factors are 
an unimportant cause of small business failure. They do imply that 
their importance has probably been exaggerated, that the difference 
in competence of management of small and large firms is likely to be 
overstated, and that the influence of financial resources on business 
failure is underestimated. 


LOAN FUNDS 


The literature on how fair and equitable is the distribution of 
capital funds to small businesses has focused on the following prob- 
lem areas : 

(1) Reduction in the availability, means, and sources of credit. 
(2) Unavailability of medium- and long-term credit. 
(3) Excess cost of credit. 
(4) Lack of equity funds. 
Availability of credit 

A first approach to the determination of the availability of credit 
tosmall business would be to measure the change in its total debt. At 
one extreme, no change or a decline in outstanding debt of small busi- 
nesses when large firms expanded their debt is likely to be an indica- 
tion of lack of availability. At the other extreme, a very large increase 
in outstanding debt of small businesses or a relatively greater increase 
than for large businesses would provide a tentative indication of ade- 
quacy of availability of credit, although this would imply nothing 
about term or cost of credit. 

There is little in the literature that deals broadly with this ques- 
tion.*® Most attention has been devoted to individual forms of debt 
or to debt experience of an individual company or industry. The 
piecemeal approach is particularly unsatisfactory in this case be- 
cause there are so many sources of credit available to small businesses. 
Banks, trade suppliers, commercial finance companies, factors, insur- 
ance companies, officers and stockholders, friends, relatives, and other 
sources are all available and are utilized in varying degrees overtime. 
Further, new credit instruments have been developed in recent years 
such as equipment and accounts receivable financing which are of par- 
ticular importance to the small company. Concentration on one or a 
few traditional sources and techniques of credit may miss significant 
developments in the growth of credit to small business. 

Data are not available on the change in total debt of all small busi- 
nesses but an excellent indicator is the net growth in debt of unin- 
corporated business firms, a group which includes the great majority 
of small businesses. The Securities and Exchange Commission and 
Department of Commerce jointly prepare estimates of change in debt 
of nonfarm unincorporated businesses to banks and insurance com- 
panies and to all other corporations.’* The figures are obtained as a 
residual and therefore have a considerable margin of error. 

These estimates show that in the 11 years 1946-56 noncorporate 
firms increased their outstanding debt to corporations by about $34 
billion (table 5). The magnitude of this increase may be indicated 
by the level of such debt before the war and at the end of the war. 


*See, however, study 3 (Moore, Atkinson & Kilberg), p. 40. 
“National Income, 1954, p. 167, and Survey of Current Business, July 1957, p. 12. 
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In 1939, the net debt outstanding of unincorporated business firms 
to corporations was a little more than $5 billion:*” at the end of 
1945, the total was virtually the same as in 1939, just over $5 billion, 
In the subsequent 11 years, the increase of $34 billion in total debt 
to corporations represented a rise of more than 600 percent. Put 
another way, the average debt to corporations of unincorporated 
concerns rose from $1,800 in both December 1939 and December 1945 
to more than $10,000 at the end of 1956 (table 6). 

These data, even after allowance for the rise in the price level, 
tend not to support the widespread belief that “* * * means and 
sources of credit are becoming more limited to (small business) al] 
the time.” *® 

Expansion of unincorporated business debt took place in all except 
one of the postwar years. The borrowing pattern shifted from year 
to year as circumstances and relative advantage required. Thus, in 
1956, a year of credit restraint, unincorporated firms had a smaller 
increase in debt to banks and insurance companies than in 1955, buta 
much larger one to “other” corporations. In spite of the restraint, 
unincorporated businesses added more than $6 billion to their out. 
standing debt in 1956 compared with $4 billion in 1955. This large 
increment had been suiiooited in the past only by the $7 billion rise 
in 1950. 


TaBLe 5.—Change in debt of nonfarm unincorporated businesses, 1946-56 
[Billions of dollars] 


Change in debt to— 








Year Banks and Other cor- 
insurance porations All cor: 
companies (net pay- porations 
ables) 

1.91 1.10 3.0 

2. 06 1. 24 3.9) 

51 1.82 2.3 

2.02 —. 84 LB 

4. 57 2. 61 7.8 

. 66 81 14 

. 52 2. 33 2.8% 

. 54 —.84 -.9 

2.74 —.12 2.8 

3. 82 . 26 408 

2. 80 3. 37 6.17 

22. 15 11.7 33.9 





Sources: Survey of Current Business, July 1957, table 6, p. 12 and U. 8S. Department of Commerce, Ne 
tional Income, 1954, table 6, p. 167. 





The flexibility provided small business by the variety of its credit 
sources gives it a capacity to minimize the effect of restriction on any 


of its individual borrowing sources. While this may be true for the | 


group as a whole, there are bound to be many individual firms with 
limited borrowing opportunities or insufficient knowledge to make 
full use of available sources. Reports of the Small Business Admin 
istration indicate that it is not infrequent for small firms to be uw 


17 Irwin Friend and Vito Natrella, Individuals’ Saving: Volume and Composition (Wiley, 
1954), tables 6 and 7, pp. 37 and 39. 
%8 Credit Needs of Small Business, p. 62. 
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aware of available credit sources and instruments which could satisfy 
their needs.?® 


TABLE 6.—Average debt of nonfarm unincorporated businesses, selected dates 








Number of firms| Total debt to Average debt 
End of year (thousands) corporations | per firm (dollars) 
(million dollars) 


ciel cin. ce sina dadeces eam 2, 900 5, 320 1, 800 
ae. dwsdaketo ae 2,900 | 5, 200 1, 800 
1956__--- ; ey Jonna 3, 700 39, 090 10, 600 








Note.—Debt data from Irwin Friend and Vito Natrella, Individuals’ Saving: Volume and Si teiatatiiai 
(Wiley, 1954), pp. 36 and 38, for 1939 and 1945 figures of outstanding debt. Change in debt 1946-56 added to 
outstanding debt at end of 1945. See table 5 for sources of change in debt. Figure for 1956 may be slightly 
overestimated because of conversion of unincorporated firms to corporate status. Number of firms from 
yarious issues of Survey of Current Business. 


Additional data bearing on the availability of credit to small busi- 
nesses may be found in the Federal Trade Commission-Securities and 
Exchange Commission financial series for manufacturing corpora- 
tions. This series provides data on bank and nonbank borrowing by 
size class of borrower. Because of yearly reclassification of individual 
firms as their assets increase or decrease, and changes in sample and 
in reporting firms, the data by size class require cautious interpreta- 
tion. However, if the data are analyzed in terms of changes in debt 
relative to equity, much of the variability is removed and, in addition, 
a significant economic measure results. Certain types of data in this 
series are available beginning in 1948. 

At the end of 1948, small manufacturing corporations had a greater 
debt to equity ratio as a group than did all manufacturing corpora- 
tions, 34 to 24 percent.” Subsequently, debt increased relative to 
equity for both small and all manufacturing corporations but the rise 
was much greater for the small firms. By September 30, 1957, debt 
amounted to 61 percent of equity for the smaller group and to 36 per- 
cent for all manufacturing corporations (see table 7). 

Small manufacturing corporations had a greater percentage in- 
erease in amount of debt as well as a faster increase in debt relative to 
equity. Betwen the fourth quarter of 1948 and the third quarter of 
1957, small manufacturing corporations increased their total outstand- 
ing debt by 195 percent (from $1.98 billion to $5.87 billion) while out- 
standing debt of all manufacturing corporations rose about 145 per- 
cent. 

The more rapid rise of borrowing by the small firms did not appear 
to be limited to the early postwar years but seemed to continue in 1956 
and 1957. 


#1. S. Small Business Administration, Ist Semiannual Report, 1954, pp. 61-63. 

* Debt is defined as short-term bank loans, other notes and accounts payable, and bank 
and other long-term debt. Equity is defined as the sum of capital stock and surplus, earned 
surplus and reserves, and reserves not reflected elsewhere. 
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TABLE 7.—Debt ratios for small and all manufacturing corporations, selected 
dates* 


[Ratio of debt to equity, percent *] 


Dec. 31, 1948 | Dec. 31, 1954 | Dec. 31, 1955 | Dec. 31, 1956 |Sept. 30, 1957 








Type of debt Small} All |Small} All |Small} All {Small} All |Small) All 
cor- | cor- | cor- | cor- | cor- | cor- | cor- | cor- | cor- | cor- 
pora- | pora- | pora- | pora-| pora-| pora- | pora-| pora-| pora-| pora- 
tions | tions | tions | tions | tions tions | tions | tions tions | tions 











SS 


Current insta]lment on long-term debt | 
included with short-term debt: | | 
Short term: 
Bank. .2.2...2-5-<---2--.. 22} GE} 20} 24] 494 78] 22] ee! 54 e eC eee 
GO iaaccince pase } 18. 4 | 10.8 29.8 | 12.6 | 31.1 | 13.5 | 33.9 13.9 | 33.1 12.4 
Total. .... ad ; l 24. 9 | 14.8 37.2 | 16.8 | 38.9 | 17. 


7 | 43.7 | 19.3 43.5 | 182 


Long term: | 














BE... cao 21) 42) 23 2.2) 25] 23] 3.2] 3.1 | 3.3 2.9 
COU hic inks hsdaeendeocates 6.7 | 9.3 | 10.4 | 14.2) 11.9 | 14.2) 13.3) 149] 142] 15.2 
SOU A cessnninnns | 8.9 | 13.5 | 12.7 | 16.4 | 14.4 | 16.5 | 16.5 18. 0 17.5 | 181 


Current installment on long-term debt 
included with long-term debt: 
Short term: 










































































Bank Fama naan pan ieee (?) 6.6) 3.8] 7.1] 39] 87) 50) 93 5.4 
oe -| ® (2) | 27.7 | 11.9 | 29.2 | 12.9 | 32.2 | 13.3 | 31.2) 11.8 
Riser ieas ons ; (3) (2) | 34.4) 15.7] 36.3] 168] 409/183] 406] 171 
Long term: e / e's Fas) Q } 
Bank ; me (3) (?) 2.9] 26] 32] 26] 42) 34) 44 3.3 
Other- (3) (7) | 12.7 | 14.8] 13.7 | 148] 14.9) 15.6) 16.0] 15.9 
Total - - (3) (7?) | 15.5 VW. 4} 16.9 | 17.4 19.1 | 19.0 | 20.5] 19.2 
Combined long- and short-term debt: ie ce ae cee Yat | he 
Bank_ -- 8.5 R. 2 9.7 6.41} 10.3 | 6.5 | 13.0 8.5 | 13.7 8.7 
Other-.--- a | 25.1 | 20.1 | 40.2 | 26.7 | 43.0 | 27.7 47.2 | 28.8 | 47.3 | 27.6 
PRON ic. dsod Wa sadene bs 6 | 23.3 mo; es pee 34.2 | 60.2 | 36.3 | 61.0 | 36.3 

| | | 











1 Small manufacturing corporations are defined as firms with assets of less than $1,000,000. 

2 Equity is defined as the sum of capital stock and surplus, earned surplus and reserves, and reserves not 
reflected elsewhere. Short-term debt is defined as (a) short-term bank loans and (6) other notes and ac 
counts payable. Long-term debt is defined as (a) long-term bank debt and (6) other long-term debt. 

3 Not available. 


Source: U. S. Federal Trade Commission-Securities and Exchange Commission, Quarterly Financial 
Reports for Manufacturing Corporations. 


The $34 billion increase in credit to unincorporated businesses and 
the more rapid expansion of debt by small than by all manufacturing 
corporations appear to furnish an affirmative though general answer 
to the question of the availability of credit to small business as a 
group. 

Despite a general availability, there might yet be a problem of dis- 
tribution, of areas with unsatisfied demand. Some information on 
this point is available from a C ommerce Department survey covering 
small- and medium-size businesses. A sample of firms was requested 
to report their gross demand for funds in the 12-month period ending 
June 1954 and the extent to which demands were not satisfied. The 
definition of unsatisfied demand has a member of peculiarities as 
noted in the section on equity demand, page 44. Also, the period is 
unfortunate in several respects because it includes a downward move- 
ment in the economy and its reversal. However, the period does have 
the virtue that credit did decline in response to a downturn in the 


2 Loughlin F. McHugh and Jack N. Ciaccio, materael Fiasncing of Small and Medium- 
Size Businesses, Survey of Current Business, October 195 
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economy and possibly increased caution by lenders. It provides some 
insight, therefore, into the severity of a credit pinch on small business 
ina mild recession. 

The survey found that 56 percent of all firms had no desire for out- 
side funds with the proportion somewhat lower for firms newly 
formed in 1951-53. Approximately half of all firms desiring outside 
funds obtained the full amount desired, making about 80 percent fully 
satisfied, as defined in the survey. Of the remainder, two-thirds ob- 
tained some funds and the balance, about 7 percent, sec ‘ured none. The 
proportion of very small firms (one- -third employees) that were fully 

satisfied as to funds was equal to the overall average of 80 percent. 
Contributing to this ratio was a less than average proportion of very 
small firms that desired outside funds and a greater than average 
inability to satisfy the desire of those reporting it. 

The report shows that virtually all short-term demand of small- and 
medium-size firms was met, but the demand for new long-term com- 
mitments was less well met. For all firms, approximately 90 percent 
of the unmet loan demand was for maturities of 1 year or longer and 
half was for 3 years or longer. “For the most part, the unmet de- 
mand was for permanent ‘apital either to fill out undereapitalized 
structures or for major expansions. Hence the typical unfilled 
amount was generally of fairly sizable proportions relative to the ex- 
isting scale of operations.” *? Approximately half of longer term loan 
demand w as met. 

Nothing is said about the supply or demand conditions respecting 
the unsatisfied demand which would make it economically meaning- 
ful. However, taken at face value, the survey indicates that in this 
mild recession the working capital needs of small businesses were vir- 
tually all met but that there was diffie ulty in obtaining relatively large 
sums in order to flush up capital structure or begin a major expansion. 
It would be useful to know the extent to which this phenomenon was 
common to large and small firms in the midst of a recession. 

The quality of at least part of unsatisfied demand is indicated in 
the Commerce survey by the finding that— 

A number of firms indicated, for example, that while they wanted the money, 
they felt their then existing circumstances warranted a refusal by the lender.” 

Similarly in a 1955 mail survey of members of the National Asso- 
ciation of Manufacturers, of the 8 percent of firms with 50 or fewer 
employees which said yes to “Have you asked the Government for fi- 
nancial assistance?” about 60 percent reported having been turned 
down. The most frequent reason for declining business loan applica- 
tions by the Small Business Administration is “earning ability not 
demonstrated or assured for future.” 

Medium- and long-term debt 


Another important aspect of the adequacy of small business fi- 
nancing is the term for which loans are available. Short-term credit 
is preferred for certain purposes because of flexibility and lower cost. 
But the shorter the period, the greater may be the risk to the bor- 
rower. Unexpected contingencies can arise which limit ability to 
repay in the short run. Long-term credit may also be desired for 


“Survey of Current Business, October 1955, p. 18. 
8 Ibid., p. 17. 
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certain investments, such as plant and equipment which require an 
extended period before they pay for themselves. Long-term credit 
is frequently preferred by small concerns as a substitute for equity 
because semipermanent funds are made available without sharing of 
ownership with outsiders and the interest payments on these funds 
are tax deductible. 

In the postwar period the volume of medium- and long-term credit 
has increased substantially and there is evidence that such credit has 
become increasingly available to small businesses. 

In November 1946, member banks of the Federal Reserve System 
had $4.5 billions of business loans outstanding with an original ma- 
turity of more than 1 year (the so-called term loans). In October 
1955, the total of term loans was $10.4 billion; a rise of about 150 
percent. During this period, member bank term loans to businesses 
with assets of less than $250,000 increased from $739 million to $1,974 
million, a gain of more than 160 percent.** The greater availability 
of term credit to small business is also evidenced by a sharp rise for 
this group in the proportion of term to total bank credit although 
there was no change in the proportions of term credit for all bor- 
rowers. In 1946, 22 percent of all business bank loans to small busi- 
ness were term loans; in 1955, the percentage had risen to 32. 

Survey information is not yet available on the geographic distribu- 
tion of term loans or on differences in term lending by size of bank 
which could assist in evaluating the adequacy of this type of business 
financing in 1955 throughout the country. 

Nonbank sources also appear to have made long-term credit more 
readily available to small business in recent years and possibly to an 
even greater degree than banks if the experience of small manufae- 
turing corporations is indicative. The FTC-SEC series for manv- 
facturing corporations (already referred to on p. 137) provides data 
on this point beginning in 1948. 

Between the fourth quarter of 1948 and the third quarter of 1957, 
outstanding long-term loans to small manufacturing corporations 
from nonbank sources rose from $397 million to $1,369 million, an 
increase of nearly 250 percent. By comparison, term loans by banks 
to these same firms went from $123 million to $315 million, an ad- 
vance of about 150 percent. These figures exclude installment pay- 
ments on long-term debt due within a year. Apparently, nonbank 
sources have provided considerably larger amounts of long-term funds 
to small manufacturing firms than have banks (no details are pro- 
vided in the FTC-SEC series as to the identity of the nonbank 
lenders). 

Shifting to a comparison of the relative availability of long-term 
credit by size of firm, expansion of long-term credit to small manufae- 
turing firms by nonbank sources has been greater than to larger firms. 
By contrast with the near 250 percent rise for small firms, all manv- 
facturing corporations increased their nonbank long-term debt by 
about 210 percent between the end of 1948 and the third quarter of 
1957. 

Possibly a more significant measure of the availability of long-term 
debt is its relation to the equity funds of the firm. As previously 


2 Incomparabilities of asset size limits over $250,000 do not permit direct comparison 
of the usual grouping of firms with assets of less than $1 million. 
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stated, long-term debt is semipermanent capital to the firm but without 
dilution of ow nership. 

At the end of 1948, long-term credit outstanding from bank and non- 
bank sources together amounted to 8.9 percent of the equity funds of 
small manufacturing corporations. Although equity funds for this 
cass of firm were two-thirds larger in the third quarter of 1957, long- 
term debt had risen even more sharply and amounted to 17.5 5 percent 
of the larger equity. This rise closed the gap between small and large 
manufacturing corporations: In the third quarter of 1957, the long- 
term debt of all manufacturing corporations amounted to 18.1 percent 
of total equity funds, having risen from 13.5 percent at the end of 1948. 

Thus, small manufacturing firms appear to have begun the postwar 

riod with relatively less long- term debt than large firms but to have 
increased such debt at a faster rate both in absolute amount and rela- 
tive to equity. This is true for both bank and nonbank long-term 
credit. For the latest period available in 1957, total long- term debt 
(including current installments) amounts to about one- fifth of equity 
funds for small as well as large manufacturing corporations. 

A crude estimate of the average maturity of debt is possible by relat- 
ing the installments due within a year to the total amount outstanding. 
For postwar years, the result will tend to underestimate the true period 
bu provides a useful minimum measure. For small manufacturing 
corporations, long- term debt to banks has averaged between 4 and 4.5 
years in the 1 54-57 period for which such data are available. Long- 
term debt to nonbank lenders has increased gradu: ally in average length 
from about 6 to 8.5 years between 1954 and 1957. For all manufac- 
turing corporations, the 1957 average for long-term bank debt was 
about 7.5 years and for nonbank debt about 25 years. 

The implied longer terms for the larger corporations probably re- 
flects their long-term objectives and the greater assurance of repay- 
ment on either a secured or unsecured basis. An interesting aspect of 
the computation is that the average term debt for the small corporation 
is as long as it is and is tending to increase in length in the fast 
growing sector of nonbank lending. 

Cost of credit 

To ascertain if small businesses are paying excessive prices for credit 
is very difficult. High interest charges are inconclusive taken by 
themselves. The cost of credit should reflect, among other factors, 
differences in risk, service, and administration. Small businesses will 
be charged a higher rate on each of these counts. The problem is the 
amount of the difference.** In theory, a smoothly functioning com- 
petitive capital market will eliminate excessive charges if they exist. 
In practice, restrictions on the flow of capital, institutional lags, out- 
dated notions of risk, and imperfect competition among lenders may 
permit excessive charges to develop and continue. 

There are no adequ: ate studies of the overall cost to lenders of extend- 
ing credit to small concerns of which I am aware. What can be said 
at this time is that the absolute and relative differences in cost of credit 
tosmall and large borrowers have apparently narrowed in recent years. 

In 1946, the average rate on short-term bank business loans of less 
than $10, 000 was 4.2 percent compared with 1.7 percent for loans of 
$200,000 and over. The absolute and relative difference narrowed in 





* See study 3 (Moore, Atkinson, and Kilberg), p. 40. 
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each subsequent year, except 1954, of the postwar period. The proces 
continued in 1957 and there is apparently less of a gap now between 
the rates charged by banks for small and large business loans (55 
percent and 4.5 percent respectively) than at any previous point in the 
postwar per iod. (See table 8.) Allowance for minimum balanee 
requirements would bring the effective interest rates even closer. 
Minimum deposit balances are required of borrowers by many banks 
and the practice is far more frequent among large banks and amon 
banks in the eastern part of the country, where stipulated rates ar 
lower. A Federal Reserve survey of member bank in October 195% 
found that 93 percent of banks in the $500 million deposit class re. 
quired minimum balances of business borrowers while fewer than § 
percent of banks in the $20 million deposit class reported this require. 
ment. It is fair to presume that minimum balance requirements for 
the really small concerns would be even lower than for the last deposit 
size shown in this survey. “Many banks indicated that such require. 
ments are not feasible for small borrowers. This attitude may account 
for the limited use of such requirements at small banks whose customers 
are mostly small to medium size.” *° Larger banks not only required 
minium balances more frequently but tended to have higher minium 
requirements. The restriction on use of funds usually raises the effec. 
tive rate of interest to the borrower. No precise estimate of the effec. 
tive increase is possible but the practice would appear to bring the rate 
of interest charged large firms closer to that charged small firms. 


TasLe 8.—Bank rates on short-term business loans in selected cities 


[Averages of or data, in percent] 


Size of loan (thousands of dollars) 


All loans 
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Source: Federal Reserve Bulletin, May 1955, p. 529, and January 1958, p. 49. 

In the light of the oe risk of lending to small busineses 
and the relatively higher costs of investigation and administration 
of such loans, it’ does not appear that the current small difference 
in rates between large and small loans could include a significant 
amount of excessive charges to small businesses on short- term bank 
loans. 

Comparable information on rates charged for term loans of small 
and large firms has not been published by the Federal Reserve. Availa- 
ble data suggest that some narrowing of the spread in interest rates 
between large and small loans has taken place with respect to term 
loans also but the evidence is not at all clear. 

Special tabulations of insurance company loans to business and 
industry from 1953 to 1956 also indicate a reduction of the differ 
ence in the interest rate between large and small loans. (See table 
9.) For example, business mortgage loans of less than $25,000 had 


26 Federal Reserve Bulletin, June 1956, p. 576. 


ae TO Oe slot 


ie 








083 
ween 
(55 
n the 
lance 


yanks 
mong 
S are 

1955 
Ss Te. 
nan § 
juire- 
ts for 
posit 
juire- 
count 
omers 
uired 
inium 
effec. 
effec. 
e rate 
S. 


rs) 





and over 


1,7 
24 
a4 
45 
4.0 
45 


sineses 
ration 
erence 
ificant 
. bank 


small 
vaila- 
t rates 
> term 


ss and 
differ- 
> table 
00 had 


FINANCING SMALL BUSINESS 143 


an average interest rate in 1953 that was 59 basis points above the 
rates charged on loans of $1 million to $5 million, 5.11 and 4.52 per- 
cent, respectively. In 1956, the spread had declined to 42 basis points, 
5.29 and 4.87 percent, respectively.2”7 As with short-term bank loans, 
interest rates on large loans by insurance companies went up more 
sharply both in absolute and percentage terms. 

Comparable declines in rates for other major forms of credit to 
small business are indicated, although data are fragmentary. In the 
case of accounts receivable financing, for example, “as more efficient 
operating techniques were introduced, more adequate risk experience 
developed, and competition grew, typical rates per annum generally 
have been reduced by one-half or more since the 1920’s.”* 


Taste 9.—Mortgage loans of life-insurance companies to business and industry, 
by size of loan 
[Amounts in thousands of dollars; interest’rates in percent] 


——_—— - — 























1953 average 1956 average 
Loan size class = wsdl vsti 

Amount | Interest rate Amount _ | Interest rate 

Under 25.- ihe a 15 | 5.11 15 | 5. 29 
% to 50..........- x ode 35 4.91 | 36 5. 10 
ae shariy Gabe sip 70 | 4. 8 69 5. 00 
100 to 250... ..- ‘ 148 | 4.73 154 | 4, 92 
250 to 1,000_....._- 441 | 4. 63 444 4. 88 
1,000 to 5,000. . . 2, 021 4. 52 | 2, 006 | 4. 87 
5,000 to 10,000. ... | 7, 623 4. 52 6, 624 | 4.72 
10,000 and over- 40, 000 | 4.45 15, 913 | 4. 68 
NG isos ccbicdsiec ste leees 184 | 4. 62 255 4. 86 








Note.—U. 8. Congress. House. Select Committee on Small Business, Problems of Small Business 
Financing, hearings, 85th Cong., Ist sess. (November 1957), p. 161. Data were obtained from a special 
tabulation of authorized loans of 67 life-insurance companies whose combined assets accounted for 77 percent 
of the assets held by all life-insurance companies. 


EQUITY FUNDS 

Adequacy of the flow of external equity funds to small business has 
received considerable attention but the approach to this question has 
usually been of quite limited scope. Most analysis and comment 
has been restricted to insights provided by individual company ex- 
perience or to examinatiton of data concerning relative size and cost 
of stock issues registered with the Securities and Exchange Commis- 
sion, or to experience of a limited group of companies in some local- 
ity or specific industry. 


Availability of funds 


There has been practically no analysis in the literature I have exam- 
ined of the entire external equity area, including the sphere of non- 
corporate enterprise. The lack of attention to equity investment in 
noncorporate business is understandable in view of the difficulty in 
obtaining reliable data in this area. To ignore it, however, is to miss 
a major portion of the flow of equity funds and a flow that goes pre- 
dominantly to small business. In the 11 years, 1946-56, as has been 
indicated, there was a net expansion of 1,045,000 firms in the business 

pulation, while a total of 4,310,000 new businesses were started 

uring this period.” 

“Problems of Small Business Financing, pt. I, p. 161. 

*Clyde W. Phelps, Accounts Receivable Financing as a Method of Business Finance 
(Commercial Credit Co., 1957), p. 41. 


* Approximately 50,000 of these new firms were in regulated industries—transportation, 
communication, and other public utilities. 
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A crude estimate of the volume of equity funds invested in new 
concerns is possible on the basis of Department of Commerce sur. 
veys. One such survey found that the initial investment in trade 
firms organized in 1945 to 1947 averaged about $22,000 for whole- 

sale and “$9,500 for retail concerns. A second survey covering manu- 

facturing firms newly established in the 1946-48 period, found initial 
investment. to average about $12,000 per firm.*® Both surveys esti- 
mated that equity funds accounted for 62 to 63 percent of the total 
initial investment. 

The following estimate is probably conservative in assuming that 
equity funds averaged only 60 percent of initial investment and that 
initial investment amounted to only $9,500 per average firm in all 
industries. On this basis, the expansion of the business population 
by 1,045,000 units from 1946 to 1956 involved net initial investments 
totaling approximately $10 billion of which about $6 billion was in 
equity form.* Gross investment in the 4,310,000 new firms established 
in this period was approximately 4 times as large. 

Inasmuch as the overwhelming majority of new firms are small 
business, it is evident that a very large total of equity funds has 
been channeled into small businesses in the postwar period. 

Corporations, excluding banks and insurance companies, obtained 
a total of $22.8 billion from stock issues in the same 1946-56 period 
according to the Department of Commerce.” Of this total, over 60 
percent or $14 billion was raised by corporations in the public utility 
and communication industries. Thus corporations in these Govern- 
ment-regulated and controlled industries obtained most of the so- 
called risk capital provided by the organized capital markets during 
the postwar period. 

True risk capital was provided sparingly by the organized capital 
markets to corporations in all other, mainly nonregulated, indus- 
tries—manufacturing, construction, tr ade, service, etc. In 11 postwar 
years, all corporations in these latter industries obtained a net total 
of nearly $9 billion of external equity funds from stock issues. Some 
part of this sum was capital raised by newly formed corporations 
and is also included in the estimated $6 billion of equity funds raised 
by new firms. It can be estimated on the basis of Commerce surv 
relationships that this sum may total at least $2 billion and posal 
as much as $3 billion. 

The $6 billion of initial equity funds of new firms in 1946-56 thus 
appear to have been of approximately equal magnitude to all other 
external equity funds obtained by established corporations in com- 
parable industries. 

The relative availability of external equity funds to large and small 
businesses may also be g gaged from the proportion of funds whieh 
came from this source. 


% “These compare with an average initial investment in the twenties of about $8,400 by 
941 Boston and New Jersey concerns in all industries which filed in bankruptcy in the 
1929-31 period.” Lawrence Bridge, “The Financing of Investment by New Firms,” Con- 
ference on Research in Business Financing (National Bureau of Economic Research, 
1952), p. 67. 

3. The above estimate is considered very conservative in that investment requirements 
per firm have undoubtedly increased with higher price levels. Also, investment require 
ments for wholesale, manufacturing, and construction probably average somewhat higher 
than for retail firms while only service and miscellaneous firms might average slightly 
lower investment requirements. In addition, corporations which are generally larger 
than noncorporate enterprises, constitute an increasing, although still small, percentage 
of newly established businesses. 

*2 Survey of Current Business, September 1957, p. 9 
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Stock issues accounted for 3 percent of total external funds obtained 
by all corporations—large and small—in nonregulated industries in 
the 1946-56 period, according to Commerce Department estimates.** 
There was : eer little difference in this ratio between small- and 
medium-size businesses on the one hand and large businesses on the 
other. A special Commerce Department survey investigated the 
external funds obtained by small- and medium- sized corporations dur- 
ing the 12 months ending June 30, 1954. If found that established 
firms (those in existence in early 1951) obtained 3 percent of the total 
of their external capital requirements through stock issues. Newly 
established firms (those newly formed in 1951-53) obtained about 10 
percent of their capital requirements in equity form.™ 

How the equity funds were obtained by the smaller firms and the 
groups providing them were not shown in the published survey re- 
sults. But that such investment does take place as indicated by survey 
results is consistent with the evidence mentioned previously concerning 
the large volume of equity funds made available for initial investment 
in new firms. There are evidently large sums available for equity 
investment, which reach smaller concerns but in an erratic, haphazard 
fashion and with no organized national market.* 

An indication of the wide dispersion of funds which may never see 
the organized security markets but which may be available for invest- 
ment with a relative or friend, in a good local opportunity, or in one’s 
own firm is the finding that 214 million spending units held $10,000 or 
more in liquid assets in early 1957. More than 5 million spending units 
owned at least $5,000. Contacts between businessmen and owners of 
substantial amounts of liquid funds are undoubtedly numerous and 
conducive to equity investment, especially where the firm has good 
prospects and the owners are not set against the entry of outsiders. 

The president of an investment firm which had floated a number 


of capital issues for small businesses had this to say on the demand for 
equity issues : 


** * 





A lot of people think that the tax laws are hurting us. The tax laws 
are not hurting us. They are definitely helping us. The redistribution of wealth 
helps the procurement of equity capital, and on this basis: People with large 
money—that is, several millions—don’t want to buy in these small companies. 
They want to buy Government bonds, they want to keep what they have and 
don’t want to worry about making any more money. So, it is the farmer out in 
Kansas—I pick on Kansas because it is a particularly good State to sell securi- 
ties. The farmers out in Kansas now have money and they want to become 
financiers, and they have heard of capital gains where they are not bothered 
except for 25 percent of their income. They will buy these issues. Because of 
the so-called redistribution of wealth and the tax laws, I believe that is very, 
very favorable to the raising of equity capital. I could not make any suggestions 
as to how to help it. * * ** 


In view of the well-known reluctance of many small-business men 
to permit equity investment by outsiders, it is enlightening to note that 
funds from internal sources to the same percentage as with all corpora- 
for the latter group to bring the small business average of equity 


8 Thid., 

*In eac > an percentages based on gross funds have been converted into percentages 
based on capital requirements. 

% Of the stock and bond sales to the general public by new manufacturers in the 1946—48 
riod, only about one-third of the funds was raised with securities registered with the 
securities and Exchange Commission. See Bridge, op. cit., p. 69. 

* Statement of Frederick D. Gearhart, Jr., president, Gearhart & Co., Inc., New York 
City investment bankers, U. S. Congress, House, Select Committee on Small Business, 


Availability of Long-Term Credit for Small Business, hearings, 80th Cong., 2d sess. (1948). 
pp. 306 ff. (at 309). 
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funds from external sources to the same percentage as with all corpora- 
tions in comparable industries. 

There are grounds for belief that small firms which are expandin 

rapidly and are most in need of external equity funds are best able to 
attract such funds. Firms which have favorable growth prospects are 
especially attractive to investors—public and pr ivate—because of large 
potential taxable gains taxable at low prices. In addition, the mar- 
ginal return on added equity investment for growth companies is 
higher so that these firms are in a better position to pay the required 
price. 

There is little published data that bears on this point in any satis- 
factory way. Individual cases of successful enterprises as reported 
by publications such as Fortune indicate that many of the successful 
small enterprises have been able to tap the equity market, but there 
is no basis for judging how typical or representative these firms may be, 

From the limited use made of external equity funds by both large 
and small firms (only about 3 percent of total external funds for 
established firms), there is an obvious reluctance to obtain additional 
equity funds. Reluctance may be based on dilution of share equity 
because of low prices the market will pay, sharing of information 
and control with outsiders, or preference for tax- deductible interest 
payments. 

A measure of unsatisfied demand for funds and knowledge of the 
relevant factors would be extremely useful. “Unsatisfied demand” is 
very difficult to define and to measure, however. Several attempts 
have been made, but the concepts of unsatisfied demand used were 
quite vague. 

For example, the Commerce Department obtained information on 
a basis which resulted in firms saying they were satisfied if they felt 
there was no use in seriously attempting to obtain funds. Others 
reported themselves as unsatisfied if they had “seriously considered” 
obtaining funds for a specific purpose but had rejected the notion 
themselves because of a poor sales forecast, preference for tax-deduct- 
ible interest, reluctance to admit outsiders, or because the cost of cap- 
ital made the investment uneconomic. Without additional informa- 
tion, these findings are not very helpful. 

The published tables based on the Commerce Department survey 
frequently do not distinguish between loan and equity funds, so that 
one cannot determine the proportion of firms with unsatisfied demand 
for external equity funds. For what it may be worth, the survey 
found that in the 12 months ending in June 1954, demand (satisfied 
and unsatisfied) for equity funds constituted about 10 percent of the 
total demand for external funds of established firms and about 16 
percent for newer firms. Because long-term fund demands were above 
average in size, these statistics may represent demand of roughly 5 
percent of established firms and 8 percent of newer firms. 

Established firms obtained about one-third of their equity demands 
and newer firms about one-half. This suggests that unsatisfied demand 
for external equity was recorded by possibly 3 percent of established 
firms and 4 percent of newer firms. 

An additional clue in the general area of unsatisfied demand for 
external equity funds is provided in a 1955 mail survey of members 
of the National Association of Manufacturers. Again, the data and 
also the sample leave much to be desired. In response to the question, 
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“Are you in immediate need of additional funds for financing the 
operations of your business?” approximately 16 percent of the 1,017 
small manufacturing firms responding said, “Yes.” ** Of those need- 
ing additional funds, approximately 10 percent said they would prefer 
to obtain them with common or preferred stock (table 10). The mar- 

ins of error in the survey are large but the response appears consistent 
with that of the Commerce Department survey. The NAM survey 
finding that 2 percent of small firms were in immediate need of addi- 
tional funds which they would prefer to raise through issuance of 
common or preferred stock is generally consistent with the 3 to 5 
percent of unsatisfied demand of the Commerce survey. 


TABLE 10.—T ypes of funds preferred, by net worth class of business * 


[Number of responses] 


Approximate net worth 
(thousands of dollars) 
Type of financing preferred 





Lessthan | 1,000 and All 














1,000 over sizes 
—— — —- — —-- ee —_- — — —— | — |" 
Commercial loans... _-- dh sin cane Ghe deen dddeeendiae 89 31 | 120 
Firm loans--- SEE SLES.) Phen Oe Se ee a 185 32 217 
Bonds and mortgages 117 35 | 152 
Stock... 49 11 | 60 
OE ee eee es i 2 or ae 
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1 Firms were first asked ‘“‘Are you in immediate need of additional funds for financing the operations of your 
business?’”’ Of the 3,492 respondents, 483 noted such a need and were then requested to indicate the type 
of fund preferred and the approximate amount needed. A total of 442 respondents answered this last ques- 
tion. The answers as to amounts are not included in the report. Some respondents listed more than one 
type of fund. 


Source: National Association of Manufacturers, Financing Small Business 1955, Economic Series No. 70, 
January 1956. 


It is difficult to assess the economic significance of the findings that 
2 to 5 percent of small firms would lke to have additional equity 
capital because of the vagueness of the concept of unsatisfied demand. 
It may be that a larger percentage need such funds and could use 
them profitably but are unwilling to share control; the surveys pro- 
vide little information on this point. NAM survey data suggest that 
general rather than differential scarcity of risk capital may be in- 
volved inasmuch as firms with net worth of over $1 million desired 
immediate access to additional equity capital about as frequently as 
did firms of lesser net worth.** 
Cost of equity funds 

Available information does not permit a reliable assessment of the 
relative cost of external equity capital to small and large business 
firms. A major portion of the funds made available to small- and 
medium-size firms is obtained from personal and informal contacts 
for which no information of costs is available. Further, the concept 
of cost has many dimensions which tend to be overlooked in the lit- 
erature dealing with financing of small business. 

To calculate properly the marginal cost of equity capital requires 
assessment of the effect of the increment of capital upon all other 
costs of the firm. For example, additional capital may result in an 





* Firms with 50 or fewer employees. eS 
®National Association of Manufacturers, Financing Small Business, 1955 (1956), p. 13. 
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improvement in credit rating which would reduce the bank interest 
rate charged, permit switching of debt from high-cost nonbank 
sources to low-cost bank sources of double or triple the equity capital 
involved, allow the firm to shop among suppliers for best price rather 
than have to accept the price of those suppliers willing to furnish 
credit, and permit taking advantage of cash discounts which are fre- 
quently at the rate of 24 to 36 percent per year. The consequences 
on total costs of an increase in equity are probably disproportionately 
greater for small firms than for large firms because the former’s debt 
equity ratio tends to be higher. 

Proper consideration of the economic desirability of obtaining 
external equity capital at a given price requires even broader analysis 
than total costs. What is required is evaluation of future profits 
with and without the added capital. Unfortunately, there are no 
data in the small-business literature that provide any meaningful 
information concerning the net cost and profitability of additions 
to equity capital. 

Unless the full cost and profit consequences of an increase in equity 
capital are considered, discussion of the cost of equity capital tends 
to be irrelevant and misleading. 

It is probable that very few small businesses know how to calculate 
the net cost and profitability of increments to capital. Most small 
firms probably use as a guide, average return to capital which tends 
to be much lower than the return possible on marginal capital. Con- 
fusion in the computation of the cost of capital is to be expected in 
the light of general weaknesses in the managerial arts by many large 
as well as small businesses. This confusion would be consistent with 
the findings of the Small Business Administration that many small- 
business men are unaware of the range and character of financial 
sources available to them. 

CONCLUSIONS 


One measure of the adequacy of financing is the health and ability 
to grow of small businesses. By this test, financing appears to have 
been adequate for the sector as a whole in the postwar period. In- 
comes of the self-employed rose at least as rapidly as those of the 
general population, formation of new firms continued at a high rate, 
business failures were below rates in prosperous prewar years, volume 
of equity investment in new and established small firms was of con- 
siderable magnitude although nearly all of the equity funds bypassed 
the organized capital markets, and the volume of credit capital made 
available to small firms increased tremendously. 

The heavy flow of equity funds into small businesses has probably 
been fostered by widespread ownership of liquid assets and other 
wealth during the postwar period. 

A second measure of the adequacy of financing is a fair and equit- 
able distribution of funds. Although it is impossible to set up an 
absolute standard of fairness, a guide is furnished by trends in the 
availability and terms of financing. On this basis, it can be said that 
in the postwar period, credit has become more readily available to 
small-business, for more extended periods, and at a cost that has 
differed less and less from that of large businesses. In fact, the tre 
mendous postwar increase in indebtedness of small businesses might 





ae. ee eee ee ee ee ae 





rest 
ank 
ital 
her 
lish 
fre- 
Ces 
tely 
lebt 


Ling 
ysis 
ofits 
> no 
oful 
lons 


uity 
ends 


ulate 
mall 
ends 
Con- 
din 
arge 
with 
nall- 
ncial 


vility 
have 

In- 
f the 
rate, 
lume 
-—con- 
assed 
made 


bably 
other 


quit 
Ip an 
n the 
L that 
le to 
t has 
e tre- 
night 


FINANCING SMALL BUSINESS 149 


raise the contrary question of whether credit had become too readily 
available and at too low a price relative to the cost of equity. 

A large volume of equity funds has been invested in small businesses 
in the postwar period with at least $6 billion of initial equity put into 
the 1 million firms added to the business population. In addition, 
established small firms have obtained the same proportion of exter- 
nal funds in equity form as have large firms in nonregulated in- 
dustries, i. e., all industries other than public utilities, communications 
and railroads. But both large and small established firms in non- 
regulated industries have made very sparing use of external equity 
capital, raising only 3 percent of external funds in this form. It can 
be argued that all businesses—large and small—sought and obtained 
less equity funds than would be desirable in the long run. Preference 
for tax-deductible debt payments and the relatively high cost of 
equity funds are factors influencing both large and small firms. 
There is also a great reluctance on the part of many closely held small 
firms to share power and information with outsiders. 

Smaller firms have obtained equity funds mainly through personal, 
informal contacts. Funds for the large firms have been channeled 
through the organized capital markets. Personal sources make for an 
uneven distribution of funds with the result that among firms with 
equally valid claims to additional resources some may obtain them 
and others may not. Although there are no reliable data on this 
point, it may be that the greatest difficulty in expanding equity is 
experienced by closely held firms which have exhausted their in- 
formal sources of funds and which do not represent an attractive 
“orowth” situation, or whose owners have curtailed reinvestment of 
earnings in the business, 

Measurement of “unsatisfied demand” of individual firms for loan 
and equity funds has been attempted in several postwar surveys but 
the concepts have been so ambiguous that it is difficult to put a precise 
economic meaning on their findings. Further study is necessary to 
determine if there are significant maldistributions in small-business 
financing despite what might be considered an adequate flow of funds 
to the group as a whole. 










VOLUME 2 
6. WHAT IS A “SMALL” BUSINESS?? 





One of the first steps in the investigation, analysis, or discussion 
of a particular sector of the economy is to define the universe under 
consideration. In the case of the small-business sector, such a defini- 
tion ideally would describe not only what kinds of “business” are in- 
cluded but, perhaps more important, what is meant by “small”—the 
criterion or criteria on which the size classification is based, the limits 
adopted within that criterion to separate “small” from, say “medium- 
size” and, whether or not explicitly stated, some justification of the 
criterion and the limits used. 

Definitions of what is a “business” vary widely, particularly with 
respect to the inclusion or exclusion of medical, legal, or other pro- 
fessions, nonprofit organizations, farming, cooperative organizations, 
educational institutions, and some or all financial institutions. Ex- 
amination of conceptual and statistical considerations as to the types 
of activities that are included in alternative definitions of “business” 
is outside the scope of this paper. The focus is, rather, on the problem 
of measuring business size, particularly small size. 

Despite the continuing widespread interest in small business—in 
its financial structure and operating characteristics, its competitive, 
managerial, and financing problems, and its relation to other sectors 
of the economy—the basic question of what is a “small” business re- 
mains largely unanswered. There is a tendency, when people think 
of “small business,” to do so without reference to any specific defini- 
tion of size. They think of the corner grocery or variety store strug- 
gling to compete for sales and profits with the chainoutlet down the 
street, or of the relatively young manufacturing concern set up to 
produce and market a new product and currently experiencing serious 
working capital and expansion problems, or of the older business— 
large enough perhaps to have several hundred employees—which is 
unable currently to retain a volume of after-tax profits adequate to 
its needs and which also faces probable liquidation on the death of 
its principal owner. From the one extreme of those who believe that 
small businesses should be encouraged and protected no matter what 
the cost, to the other extreme of those who feel that small businesses 
should be allowed to disappear from many industries in the interest 
of more efficient utilization of our human, raw material, and financial 
resources, the term “small business” is usually used—frequently with- 


out specific comment on its meaning—in association with some par- 
ticular type of problem. 











































1 By Eleanor J. Stockwell, Board of Governors of the Federal Reserve System. 
Eleanor J. Stockwell holds a B. A., Vassar College, in economics and mathematics. 
Economist, Capital Markets Section, Division of Research and Statistics, Board of Gover- 
nors of the Federal Reserye System, 1946. Author, Federal Reserve Bulletin articles on 
corporate profits, business finance. Study of small business financing needs and financing 
practices, effects of credit and monetary policy on business financing and expenditures. 
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Under certain conditions it may be appropriate to define a small 
business as “one with a problem.” Such a definition is especially 
suited for use in administering a Government or private program 
designed to cope with a specific “small business” problem, such as 
inability to compete effectively for scarce materials, Government 
contracts, or capital. The problem is already known and clear evi- 
dence exists that the concerns that are faced with it are predominantly 
small, at least in their industry. Also, a definition of size is needed 
ly to establish eligibility under the program—to isolate “small” 
(i, e., “eligible”) businesses from those that are “not small” (i. e., 
‘ineligible”). 

Such conditions are not present, however, when a definition of 
“small business” is needed as an analytical tool. A problem is not 
known in advance; the purpose of a projected study may be to find 
out what problem, if any, exists or its purpose may be to report on 
differences by size of concern with respect to some characteristic such 
as financial structure or profitability, without drawing explicit con- 
clusions as to whether these differencs give rise to some “small busi- 
ness” problem. Also, most statistical analyses of size differences re- 
quire definitions that provide more size classes than “small” and “not 
small.” For such analytical purposes, a definition that classifies 
businesses according to whether they do or do not have a specific 
problem or handicap is not generally suitable. The particular aspect 
of small business that is to be investigated, however, probably has a 
bearing on the general criterion of size and the specific limits to be 
used. 

The ideal answer to the question of what is a “small” business would 
probably be a single answer—that is, one that would be meaningful 
for virtually all analyses for which such a definition is needed, that 
would remain meaningful over time, that would be feasible to develop, 
and that would be relatively easy to apply to concerns of all sizes and 
inall industries. It seems unlikely, however, that such a single, once- 
and-for-all answer could be developed that would satisfy even the 
first requirement. Size of business may well need to be measured 
differently for an analysis of financial structure than for a study of 
employee turnover, and still differently for a market survey. 

Practical considerations are also an important factor. Probably 
the most serious handicap to developing thoughtful and appropriate 
definitions of “small” business is that the requisite information is not 
available (it has not been collected, will not be collected, or cannot be 
collected). Analysts who are careful to indicate what they mean by 
“small” business may simply be recording whatever definition they 
have found it necessary to accept. Thus, it may prove impossible to 
develop a single objective size-classification that will be adequate for 
all business studies, or even to develop an ideal one for any one study. 

The following section of this paper will discuss various methods of 
Measuring business size, with particular reference to methods that 
might be considered in studying the influence of size on business financ- 
ing practices and problems. It will review their application and eco- 
nomic and practical advantages and disadvantages. 

__The application of one method of measuring business size will be 

illustrated in the final section. This section will describe the defini- 

tions of “small,” “medium,” and “large” business developed recently 
23855—58——12 








152 FINANCING SMALL BUSINESS 


for use in tabulating and analyzing the 1955 and 1957 Federal Reserye 
surveys of member bank loans to business. These definitions were 
based on a special distribution of the business population by asset size 
which is described in the appendix. 


ALTERNATIVE METHODS OF DEFINING BUSINESS SIZE 


Any statistical classification (or distribution) of business concerns 
by size comprises a standard or criterion by which size is measured and 
numeric class intervals or limits within that criterion. The criterion 
may be quantitative or qualitative. The numeric size classes may be 
absolute (assets under $250,000, $250,000-$1,000,000, etc.) or relative 
(smallest 10 percent, next 10 percent, etc.) A size classification of 
businesses may be more useful for statistical analysis if labels such as 
“small,” “medium,” and “large” are assigned to particular combina. 
tions of size classes of the distribution. (“Definition” of business size 
throughout this paper refers to the assignment of these labels.) 

Frequently, as when analyzing a published set of statistics, defini- 
tions necessarily reflect the shortcomings, as to criterion and/or size 
classes, of an already existing distribution. Freedom to choose both 
the criterion and the size classes of the distribution on which the defini- 
tions are to be based greatly facilitates the development of meaningful 
definitions. 


Quantitative versus qualitative criteria 

A number of quantitative criteria are already in general use for tab- 
ulating statistics on business. These include, among others, the dis- 
tributions by : Number of employees, used by the Department of Com- 


merce for its series on the business population; number of outlets, used 
by the Department of Commerce for its series on chainstores versus 
other retail sales; gross volume, sale, or receipt, used by the Internal 
Revenue Service for tabulations of data from income tax returns of 
businesses as published in Statistics of Income, and by the Accounting 
Corporation of America for data from accounting records prepared for 
its clients ; net income, used by Internal Revenue for income tax return 
data; total assets, also used by Internal Revenue, as well as by the 
Federal Trade Commission and Securities and Exchange Commission 
for their joint Quarterly Financial Report, Manufacturing Corpora- 
tions, by the Robert Morris Associates for data from its annual survey 
of financial statements of manufacturing and trade concerns, by the 
Federal Reserve System for certain tabulations from its special sur- 
veys of member bank loans for business purposes, and by a number of 
other organizations; and total current liabilities, used by Dun & Brad- 
street for its series on business failures. 

In addition to these statistical tabulations—all of which show data 
classified by absolute size with no “labels” to indicate which size classes 
are considered to represent small business—two uses of such “labeling” 
based on a quantitative criterion may be cited. The United States 
Small Business Administration uses number of employees as one of the 
criteria for determining loan eligibility under one part of its lending 
program.? In the Federal Reserve business loan surveys, total assets 


2¥For a description of the classification used by SBA see: U. S. Small Business Adminis 
tration, 7th Semiannual Report, 1957, pp. 37-9; James I. Mills, A Proposed System for 
Classifying Manufacturing Concerns by Size, U. 8S. National Production Authority, June 
1951 ; and Size Classification of Manufacturers, Business Information Service, U. 8S. Depart 
ment of Cemmerce, November 1951. 
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have been used as the criterion for classifying borrowers as “small,” 
émedium,” or “large” in each industry (i. e., the loan survey data have 
been tabulated both by absolute asset size classes that are the same 
for all industries and by classes of “small,” “medium,” and “large” 
that represent different absolute sizes in different industries). 

A major advantage of quantitative criteria, particularly when ab- 
solute size classes are used, is the ease with which individual businesses 
may be classified. It may be difficult to assure that the criterion is 
computed in the same way for all businesses, but once this problem 
is resolved (e. g., a decision is reached that total receipts are to ex- 
clude returns and excise taxes, that they are to relate to the most recent 
fiscal year, and that in special cases such as banks and finance com- 
panies receipts are to be defined in a prescribed manner), the classifica- 
tion is relatively easy to apply and requires a minimum of subjective 
judgments at the classification level. It is also relatively easy to 
describe. 

While these advantages are important, the criterion used to dis- 
tinguish small businesses from those of larger size must above all be 
meaningful. Some quantitative measures of size are likely to be more 
appropriate than others for particular types of analysis, but the pos- 
sibility exists—and continues to intrigue those interested in size as a 
factor in business experience—that no simple, easily calculated, or 
readily observed quantitative measure is as meaningful as some quali- 
tative criterion. 

For studying the availability of credit to small business, or for 
comparing the financial structure of small, medium-size, and large 
businesses, for example, an overall financial quantity such as sales 
volume or total assets would probably be more appropriate than num- 
ber of employees as a measure of business size. From the point of 
view of credit availability, however, what is the most meaningful 
criterion? Are “small” businesses those with total assets of less than 
acertain amount, or with sales volume that bears a certain relation to 
the industry total? Or are they rather, as some observers have sug- 
gested, those “too small to float securities in the public market,” or 
“unknown to lenders and investors outside one area” or “that sell their 
goods and services in one community or to one customer”? Are there, 
in short, qualitative criteria particularly appropriate to a study of 
credit availability that could be used as the basis for a size distribu- 
tion of the business population? At present there probably are not. 
So far as is known, standards of this type have not yet been developed 


‘to the point where they are practical for use in statistical analysis. 


Their use thus far appears to have been restricted to situations re- 
quiring merely that “small” businesses be separated from those “not 
small.” This has been done largely, if not entirely, in connection with 
determining eligibility for special treatment under various Govern- 
ment programs. The criteria that have been used—e. g., whether the 
concern is independently owned and operated, whether it is “non- 
dominant” in its field—can be applied effectively to define what is a 
“small” business for purposes of a particular administrative pro- 
gram.’ The principal problems in developing such criteria probably 





8 For a discussion of these and other specific criteria that have been used to define “small” 


griness, see James C. Dockery, “What Is Small Business? New Rules,” Dun’s Review, 
ay 1952. 
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related to reasonable and practical decisions as to what constituted 
“independence” or “nondominance.” 

Considerably more thought and experimentation would be required 
before a qualitative criterion could be used for statistical analysis of 
business size differences, primarily because more than two size classes 
are generally needed for such analysis. How are gradations in size to 
be determined? It may be feasible to determine whether concerns 
are or are not independently owned and operated, but how can the 
2 size classes that this distinction provides be expanded to 3 or more 
It would be hard to formul: i 
vidual concerns according to—several degrees of independence, of non- 
dominance, of competitive position, or of access to financial markets, 

For example, if the overall criterion is to be the financial markets 
in which concerns may obtain funds, what criteria are to be used for 
the various size classes? One possibility for three classes might be: 
(1) too localized to get any financing except trade credit outside its 
own community; (2) large enough to borrow from banks or other 
lending institutions in a wider geographic area but too small to float 
securities in the public market; and (3) large enough to utilize the 
full range of public and private financing facilities. Then, what rules 
is a statistician to follow in determining which concerns are really too 
small to use the public capital markets? This problem of finding a 
relatively simple and objective system for non ying individual con- 
cerns probably has to be solved separately for each new qualitative 
criterion that is developed for statistical analysis. By comparison, 
quantitative criteria are easy to develop. 

Whether they are to be used for actually classifying individual 
businesses, however, or whether they are used to develop general, 
nonstatistical definitions of “small” business, qualitative criteria are 
difficult to formulate. Two questions in particular need to be investi- 
gated more thoroughly than is usually necessary with a quantitative 
criterion. 

First, can a criterion be formulated that will avoid prejudging the 
problems to be considered? Terms such as “too small,” “unknown,” 
“localized,” for example, when used in connection with the question of 
credit availability, all represent characteristics that could be expected 
to restrict the types (though not necessarily the total volume) of 
credit available. 

Second, is it an acceptable as well as a basic characteristic of 
qualitative critteria that they will frequently imply a distinction 
between “small,” “medium,” and “large” at variance with customary 
usage of these words? The frequent reference to “the local business” 
as contrasted with the (presumably larger) concern that serves a 
national market is a case in point. According to this distinction, 4 
locally owned, independent electric power company serving one com- 
munity or one area is “smaller”—though its assets, sales, income, and 
payroll are much greater—than one of the hundreds of single-office 
specialty mail-order businesses whose advertisements appear in in- 
creasing numbers in national magazines and Sunday newspapers. 
Is such a definition appropriate for certain purposes, and if appro- 
priate, is it unambiguous? 

Much pioneer work remains to be done before qualitative criteria 

can be used to measure business size for purposes of statistical analysis. 
As a first step in developing appropriate and practical qualitative 
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qiteria, emphasis might be placed on collecting information on quali- 
tative characteristics. This could be done in connection with surveys 
of business of different sizes, even though the size classification of 
the businesses continued to be based on some quantitative criterion. 


Absolute versus relative size classes 


In almost all cases where statistical information relating to business 
concerns is tabulated by some quantitative measure of business size, 
the class intervals are stated in absolute terms (e. g., 0 to 3 employees, 
4to 7 employees, etc.; or total assets of less than $250,000, $250,000 to 
$1,000,000, etc.) and no “labels” (e. g., “small,” “medium,” “large”) 
are provided. Relative size classes (e. g., smallest 10 percent, next 10 
percent, etc., in terms of number of employees, sales volume, total 
assets, or whatever the quantitative criterion may be) are rarely used. 

While classification of businesses by absolute size has the advan- 
tages of simplicity, statistical precision, and objectivity, it also has 
a number of disadvantages. The principal disadvantages arise be- 
eause sufficiently detailed information by size is seldom provided. A 
large number of size classes is both cumbersome to handle and costly 
to provide except at too great a sacrifice of statistical reliability. 
Thus in most existing distributions by absolute size, the classes are 
not only the same for all industries and constant over time, but also 
rather limited in number. 

Such distributions do not themselves—and because of the limited 
number of class intervals cannot be adapted to—take adequately into 
account differences in the average size of concerns in any range of 
different industries. For this reason, definitions based on these dis- 
tributions may prejudge the important question of whether size as 
a factor in business experience is an absolute or a relative matter 
(e. g., whether a chain of bakeries with total assets of $1 million 
would seem as small to a lender as a $1 million local steel mill). A 
limited number of size classes of businesses usually results in a dis- 
tribution in which the lowest class includes virtually all of the con- 
cerns in some industries. Comparison of the financial structure of 
service concerns of different sizes, for example, is difficult when 97 
percent of all businesses in this industrial group are included in 1 
size class. Keeping the class intervals the same in absolute terms over 
time, regardless of growth in the economy, price inflation or defla- 
tion, or expansion or contraction in industries complicates the evalua- 
tion of longer term trends. In the case of a classification based on 
total assets, for example, concerns tend to “graduate” from one class 
to the next over a period of substantial price increase, except that no 
concerns “graduate” from the top open-end class, while new busi- 
nesses coming into the lowest class are probably larger than was true 
of businesses started at a lower price level. The statistical problem 
of the open-end absolute size class is particularly serious in analyzing 
longer run differences in the financial experience of small versus big 
business. 

Reliance on relative size classes—smallest 10 percent, next 10 per- 
cent, etc., is by no means a complete and simple answer to the short- 
comings of absolute classes, though the relative basis has a number of 
advantages. If sufficiently detailed information is available for using 
them effectively, relative size classes are simple, subject to statistically 
precise definition, and easy to describe. They can be kept the same for 
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all industries and still take account of differences in the average size 
of concerns in different industries. Their upper and lower limits are 
specified ; there is no open-end class. 

As is the case with absolute limits, stating business size in relative 
terms also prejudges the question of which of the two is the more 
relevant. This particular problem can be resolved, in any comprehen- 
sive statistical investigation, by making available and analyzing tabu- 
lations of the data classified both on an absolute and a relative size 
bsis. 

The principal drawback to more extensive use of relative size classes, 
however, is that sufficiently detailed information is generally not avail. 
able for using them effectively. A distribution of the business popula- 
tion into, say, percentiles or even quartiles can only be developed from 
a census or from an extremely detailed distribution by absolute size 
classes. If such information is available on an absolute basis, it may 
be more practical to decide how many “labels” are needed, and to 
assign them to the absolute size classes, rather than to set up a compara- 
tively large number of relative size classes before assigning labels, 
This proc edure is even more appropriate in the usual case in which 
the information available by absolute size classes does not permit any 
division of an industry or the all-business universe into equal parts. 


Choice of definition 


A review of alternative methods of distributing businesses by size 
suggests that, despite shortcomings, the most feasible basis at present 
for defining what constitutes a “small” (as contrasted with a “medium- 
size” or “large”) business is a distribution according to some quantita- 
tive standard and probably by absolute size classes. This is especially 
the case with definitions needed for statistical analysis. 

While definitions of business size could be expected to vary with 
the general type of problem to be analyzed, it would seem reasonable 
to expect that, within a given industry, a single definition could serve 
for studying all facets of any one bros ad problem, such as the problem of 
small-business financi ing needs and financial structures. Even here, 
however, the definition of what is a “small” business may vary—per- 
haps as to criterion but more especially as to size limits—from one 
study to another. The definitions used for any one study may be 
largely determined by two factors: First, the statistical ch: iracteristies 
of the distribution on which the definitions are based and of the body 
of data to which they are applied; and second, the focus of the study 
or the specific type of analysis planned. 

Statistical considerations —When the definitions are based on 
and/or applied to an existing statistical tabulation, the criterion as 
well as the size limits that differentiate the labels “small” from 
“medium” from “large” may be largely predetermined by the detail 
available for each tabulation. 

A distribution of businesses based on some quantitative criterion 
with size limits available only in absolute terms does not, of course— 
and most presently available distributions of this type were never in- 
tended to—answer the question of what is a “small” business. This 
has been considered an objective and desirable way to present data, 
since it permits the user of the data to develop his own definitions of 

“small,” “medium,” and “large,” and in so doing to combine the abso- 
lute size classes dif fferently in different industries and/or differently 
for different time periods. 
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In practice, however, the user has very little freedom in developing 
his own definitions unless the possibility of such adaptation of the 
mw data has been foreseen and provided for, primarily by making 
svailable a large number of size classes at the top and bottom of the 
gale. If it has not, the lowest-size class avaible must usually be 
called “small” or “very small,” the highest class available usually has 
to be called “large” or “very large,” and the classes in between com- 
bined and labeled to produce the number of designations desired and 
appropriate. Under these circumstances, the definition of what is a 
“small” (or “medium” or “large”) business will be virtually the same 
inall industries and constant over time. 

Moreover, the upper limit of what has to be called “small” in all 
industries (and the lower limit of what has to be called “large”) will 
depend on the detail available for a particular distribution of busi- 
nesses. Thus the definition used may vary from one study to another, 
even though the criterion used to measure size is the same. A defini- 
tion according to asset size, for example, might describe as “small” 
those concerns with assets under $50,000, or under $250,000—the low- 
est size class in each of two tabulations of business financial data. (An 
upper limit of even $50,000, it may be noted, might be considered too 
high since it encompasses almost every concern in some industries.) 

Other considerations.—The definition of what is a “small” business 
may also depend upon the type of analysis for which the definition 
isneeded. ‘This is particularly the case when analysis is to be made 
of only a sample of businesses. The type of analysis planned may 
determine whether the definition should be based on an existing dis- 
tribution of the universe of businesses, or on an especially constructed 
distribution of the sample itself. The Federal Reserve surveys of 
member bank loans to business illustrate this. 

For purposes of analyzing the results of the member bank loan 
surveys as they relate to the use of bank credit by small business, for 
example, it seemed desirable to base the definition of what is “small” 
on as large a part of the entire business population as possible, rather 
than to base it on a distribution of those particular businesses that 
both wanted bank credit and were able to obtain it. In this case, 
with a comprehensive analysis planned, with the focus on “small busi- 
ness” rather than on “small borrowers,” with a variety of questions 
to be studied, and with no prior knowledge as to whether the size 
distribution of businesses aid borrowers was approximately the same, 
the more broadly based definition seemed essential. 

If, however, the results of the loan surveys were to be analyzed 
solely in relation to the cost (rather than the availability) of bank 
credit to concerns of different size, a definition phrased in terms 
of what should be considered a “small” business in the universe of 
bank borrowers might be preferable. The asset distribution of this 
universe could be especially compiled to avoid some of the problems 
inherent in existing distributions of businesses by size. The definition 
of small business derived from it would be appropriate conceptually 
to the single question to be studied, and it would not be important 
whether such a definition was virtually the same as one based on a 
distribution of all businesses or whether the two differed substantially. 
A definition based on bank borrowers alone, however, could be used 
only for certain specialized analyses. 
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The focus of a projected study may also determine whether, in 
developing definitions of business size, greater weight should be given 
to number of concerns or to the magnitude of the item used as the 
criterion of size. The latter may give a more meaningful definition 
when the analysis is to be restricted to a few questions and a criterion 
particularly relevant to the questions is available for measuring size, 
For a study of profits and profitability by size of business, for ex- 
ample, with size measured in terms of receipts or assets, the number 
of businesses included in the definition of “small” would probably be 
less pertinent than the total receipts or assets involved. For study of 
a wide variety of financial and nonfinancial questions, on the other 
hand, or for analysis of financing problems faced by small businesses, 
the results might be more meaningful if they related to a large pro- 
portion of the concerns in an industry than if they related to con- 
cerns that account for a small proportion of the assets of the industry, 
This distinction does not involve merely a difference in terminology; 
it affects the absolute limits of the size definitions used in the study. 
A definition of “small” business based primarily on number of con- 
cerns would probably be associated with an upper limit on absolute 
size that was lower than if the resulting distribution of total assets 
was the determining factor in distinguishing “small” from “medium.” 

Regardless of which is given the predominant weight, it is probably 
desirable, if data on both number and magnitude are available (fre- 
quently they are not) and some freedom of choice exists with regard 
to combining the absolute size classes, to take both into account. This 
might prevent the possibility of a definition in which “small” business 
covers such an infinitesimal magnitude and “large” business such an 
infinitesimal number of companies as to preclude meaningful analysis. 


DERIVATION OF DEFINITION OF “SMALL” BUSINESS FOR MEMBER BANK 
LOAN SURVEY 


The definitions of business size used in tabulating the 1957 Federal 
Reserve survey of member bank loans to business and in making 
special tabulations of the 1955 survey were derived by first preparing 
a distribution of all (or almost all) businesses by industry and size, 
using a quantitative criterion (total assets) and size classes expressed 
in absolute terms (thousands of dollars). In view of the types of 
analyses planned, a definition of “small” business that was based on 
the size structure of the entire business population seemed more suit- 
able than one based on borrowers only. 

The available size distributions of the business population, how- 
ever, use criteria that not only are inappropriate but were not even 
collected in the loan surveys. The broadest available compilation— 
based on data drawn from Federal income-tax returns and published 
in Statistics of Income—that uses as a criterion of size the one com- 
prehensive financial attribute that was collected (total assets) relates 
only to the 7 percent of the entire business population that is corpo- 
rate. Rather than base definitions on a size distribution according 
to some other criterion or on the asset-size distribution for the corpo- 
rate sector only, the corporate data together with other Federal in- 
come-tax return data that were available for unincorporated busi- 
nesses for the tax year 1953 were used to estimate an asset-size dis- 
tribution for all legal forms of business organization. 
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This estimated distribution was then used to determine the combi- 
nations of asset classes most appropriate for definitions of “small,” 
“medium,” and “large.” * The definitions vary somewhat from indus- 
try to industry in terms of total asset classes, and take into considera- 
tion the proportion of the total number of businesses and of the total 
assets in each industry that “small” business would account for under 
alternative definitions. 

The definitions and the industry-asset distribution on which they 
are based will be described in detail (see also the appendix) primarily 
as illustration of some of the kinds of problems that arise in develop- 
ing a business-size classification. For example, the attempt to extend 
an asset-size distribution into the noncorporate business sectors illus- 
trates the difficulties of making major adaptations of existing dis- 
tributions of businesses that use other criteria, and the virtual im- 
possibility of deriving a really meaningful definition of “small” busi- 
ness from the size classes available in most existing distributions. 

Another reason for describing the estimating procedures employed 
is that, while the emphasis here is on the development of size defi- 
nitions, or “labels,” for use in a specific statistical analysis, the indus- 
try-size classification of businesses on which the definitions are based 
may prove to be suitable for application in other fields of business 
analysis, and the methods used to derive this classification may there- 
fore be of interest. 


Choice of criterion and absolute size classes 


Total assets was chosen as the criterion for measuring size. While 
this choice was dictated largely by practical considerations, total 
assets seemed an appropriate quantitative standard on which to base 
a definition of “small” business that was to be used for analysis of 
bank loans. For such a study, a definition based on a distribution 
of business financial data seemed preferable to one based on, say, 
output or employment data. Further, since the study was to cover 
borrowing at banks for all business purposes, some overall measure 
seemed more appropriate than, say, fixed assets or inventories. 

From a practical point of view, either of two financial criteria— 
total assets or net income—could have been used for an industry-size 
distribution of businesses based on Federal income-tax return data. 
Since different definitions of “small” were to be used for the various 
industries covered in the loan surveys, interindustry differences would 
not disqualify either of these criteria. Intercompany differences 
within an industry, however, might disqualify them. Such differences 
are likely to be much more marked for net income than for total assets. 
Moreover, a definition based on a criterion other than total assets 
would have needed to have been converted to an asset-based definition 
before it could have been applied to the loan survey data.° 

The specific asset classes used in the distribution were those shown 
in internal-revenue compilations, and are not in all cases the same as 
those used in tabulating the loan survey data by absolute size (because 


*This is the method used for 11 of the 14 industries covered in the loans surveys. The 
procedures used for the remaining 3 industries are indicated in a later section. 

5 As will be indicated in the appendix, such a conversion was necessary at some stage. 
Making it when preparing the distribution, rather than when developing the definitions, 
increased substantially the number of estimates that had to be made (since the three legal 
forms of organization were handled separately and somewhat differently) but seemed to 
represent the sounder estimating technique. 
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the 1955 survey data had —- been coded, and recoding of the 
original schedules was not feasible). Where the two sets of size 
classes were not identical, adjustment to the loan survey classes wag 
made, unavoidably on a more or less arbitrary basis, at the definition 
stage. This procedure implicitly views the loan survey definition 
of small business as one of several possible uses of a general purpose 
distribution. 

Development of an asset-size classification of businesses in each in- 
dustry involved a number of statistical problems. The most serious 
of these was the problem of estimating, from such compilations of 
data from tax returns as were available, asset figures for some cor- 
porations, and for all partnerships and all sole proprietorships. The 
groups estimated account for about 30 percent of all business receipts 
and for over 90 percent of the number of all businesses. In addition, 
industry detail available in published compilations differs from one 
legal form of organization to another, and is still different for the 
Joan survey data. 

These problems, and the techniques adopted for handling them, 
are discussed in the appendix. The estimated industry-asset distribu- 
tion, which covers all businesses that filed Federal income-tax returns 
for the tax year 1953, is also shown in the appendix. 

Choice of definition 

From this distribution, definitions of “small,” “medium,” and “large” 
business were developed for 11 of the 14 industries in the loan survey. 
These definitions are shown in table 1, together with those adopted for 
the remaining three industries.® 

The size definitions for the 11 industries and for sales finance com- 
panies were selected (subject to the limitations of the basic distribu- 
tion) with a view toward: 

(1) Facilitating meaningful analysis, by size of concern within 
each industry, of the data to which the definitions were to be applied. 
The best way to approach this goal, in advance of actually tabulating 
the bank-loan data, seemed to be for each size designation to cover a 
significant proportion of the number and total assets of concerns in 
each industry. A goal expressed in terms of proportions, rather than 
in terms of absolute magnitudes, seemed more appropriate when defini- 
tions based on most of the business population (i. e., businesses “ 
Federal income-tax returns) were to be applied to a smaller part o 


the population (those borrowing at member banks) and the magni- 
tudes of number and assets for the latter were not yet known. 


® The definitions for sales finance companies are based in part on a Federal Reserve survey 
of finance companies of all sizes conducted in mid-1955 and in part on a Federal Reserve 
tabulation covering larger companies only and compiled in 1956. See Survey of Finance 
Companies, Mid-1955, Federal Reserve Bulletin, April 1957, pp. 392-408; and Consumer 
Instalment Credit, pt. I, vol. 2 (Board of Governors of the Federal Reserve System, 1957), 
pp. 5-39. 

' In the absence of any comprehensive data on the size structure of commodity dealers, the 
definitions used for wholesale trade were also assigned to this group. For “all other,” 
the definitions used are the same as those for retail trade, services, and construction on the 
assumption that these would most clearly approximate the average size structure of 
the agricultural and finance subgroups that comprise this loan survey category. 
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Taste 1.—Definitions of size of borrower developed for use in tabulating results 
of Federal Reserve surveys of member bank loans to business 


[Total assets, thousands of dollars] 




















—— — = — r ] 
Industry Small Medium Large 
———— —— —— ou — - | 
ood, liquor, and tobacco-.._---.-.------ | Under 1,000_._-.| 1,000 to 100,000_-_._- | 100,000 and over. 
ak apparel, and leather- Under 1,000_.._-| 1,000 to 25,000. - .- 25,000 and over. 
eeleum, coal, chemicals, and rubber-- - Under 5,000. ...-| 5,000 to 100,000......| 100,000 and over. 

Metals and metal products - -- ; ...| Under 5,000_..--| 5,000 to 100,000. - | Do. 

Other manufacturing and mining---..........| Under 250...-...| 250 to 25,000_-..-- 25,000 and over. 
Wholesale trade..... : ; | Under 250.-...--.| 250 to 5,000-- | 5,000 and over. 
Retail trade... : | Under 50._---- 50 to 1,000_-_-- ...| 1,000 and over. 
Services _--.- . ; --| Under 50.....- 50 to 1,000__......--_| 1,000 and over. 
Real estate... . ...----}| Under 250._.....| 250 to 1,000..........| 1,000 and over. 
Construction - -...--- F naonut Wee OR....cucc.) GP OR Ween s4aneans 1,000 and over. 
Public utilities ..._ Under 50___- 50 to 100,000___..._-- | 100,000 and over. 
gales finance. ; | Under 5,000... -- 5,000 to 100,000... .-. Do. 
Gaamodity dealers- a Under 250_.--- 250 to 5,000_......--- 5,000 and over. 
All other. ° Merkdeed Under 50._--.-...-} | 50 ih ia 1,000 and over. 





——_— 


(2) Taking account of differences in the average size of concern 
in different industries. An appropriate way to do this is to have 
any one label (e. g., “small”) cover roughly the same proportion of 
the number of concerns in each industry. In some industries, how- 
ever, a choice had to be made between maintaining consistency among 
industries in this respect and tolerating some inc consistency in order 
to improve substantially the distribution of total assets among size 
classes within the industry. In developing the definitions described 
here, the choice was made in favor of the second alternative. 

(3) Giving primary consideration to the definition of “small” 
business. ‘Thus, in industries in which a choice had to be made be- 
tween a definition of “large” that would include a significant propor- 
tion of the number of concerns and a definition of “small” that would 
include a significant proportion of the total assets of the industry, 
the choice was made in favor of the latter alternative. 

The choices and compromises that were made in approaching these 
three goals may be illustrated by reference to table 2. The upper tier 
shows, for 11 industries, cumulative proportions of number and assets 
for each asset size under $5 million, as computed from the estimated 
distribution that was derived from tax return data. The lower tier 
shows pertinent data and cumulative proportions of number and 
assets for sales finance companies of all sizes as computed from the 
Federal Reserve finance company survey. 
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TABLE 2.—Number and total assets of concerns in selected industries, cumulatipg and 
percentage distribution, by size class crease 
A. INDUSTRIES BY ASSET CLASSES the Pp 
eee ee ee ee -_ by ev 
Number under assets class (in Assets under assets class (in that j 
thousands of dollars) thousands of dollars) ysset 
Industry EG Tt Give ook. aks. b ie: Th 
50 | 1100} 250 | 1,000 | 5,000} 50 | 1100} 250 | 1,000 | 5,09 : 
- | az. specs 
Percent Percent 0 
Food, liquor, and tobacco suai ae 75.7 86.4 |(95.7)| 99.0 1.4 3.5 | 6.7 ‘as, 1)| 27.6 comp 
Textiles, apparel, and leather. _......-- 60.0 | 75.3 | 86.5 |(96.0)| 99.2 | 2.8} 6.4 | 12.3 |(27.5)) 49 
Metals and products. ---------| 47.6 | 66.1 | 79.7 | 92.2 |(97.7)| .6| 1.6 | 3.3 | 8.0 |(17.9 dolla 
Petroleum, coal, chemicals, and rubber.| 73.3 80.2 | 89.0 | 95.9 |(98. 8) 4] .9) 2,2 5.3 (LG f th 
Other manufacturing and mining_---.-- 81.9 | 89.0 |(94.5)| 98.4 | 99.7 6.7 | 11.2 |(17.3)} 29.9 | 45 0 
Wholesale trade. ‘ 7 74.6 | 84.1 | (93.5 )} 98.8 | 99.8] 6.0 | 13.0 |(28.7)| 51.6 | 716 tweel 
dns cw atier os weed eet 1(90. 8)! 96.5 99.1 | 99.9 |100,0 | (29. 9)| 44.7 | 59.1 | 71.6 79.7 
eS ned a ee (97.0)| 98.8 | 99.6 99.9 {100.0 |(34.7)| 45.7 | 57.1 | 71.2 | 839 fore 1 
Real estate______- eet tear 68. 7 77.3 |(90.9)| 98.4 | 99.8 | 12.7 | 18.1 |(33.7 | 57.7 | 86 
Construction _- .------|(92.3)| 95.4 | 98.6 | 99.7 |100.0 |(18.2)} 26.7 | 45.8 | 65.4] 821 
Public utilities a (93. 3)| 95.8 | 98.3 | 99.3 | 99.8 | (1.3)) 19) 3.2 | 49 | 7.8 
| | 











B. SALES FINANCE, 





BY CONSUMER LOAN CLASSES 






































| Consumer loan class (in thousands of dollars) Th 
—_———} - | the « 
} rae” | "tos? | oat | "208° | Sto? | atom | me 
ree ae | able —_|— ae 
Number- ‘ 850 | 930 440 320 | 61 x sma 
Average loans (in thousands of dollars) --._| 10 220 655 | 1,981 | 10, 492 | 2, 758,00 | the 1 
Average assets (in thousands of dollars 141 346 | 850 | 3,488 | 13,705 | 3,654, 500 
Cumulative percentage from smallest bank 
ng | s24a] 679] 84.7] nm] 99.2] m | Tt 
Assets_._- ; | 1.2 | 4 | 3.1 | (19. 2) 27.5 1} com 
ete + — a 
1 This class not available for loan-survey tabulations. Fede 
Norte.—Figures in parentheses in each industry indicate proportion defined as “small.” endi: 
aa Ni aie: 5 a ne com] 
As may be seen in the table, more than 90 percent of the number of 
concerns in 4 of the 11 industries (retail trade, services, construction, nd 
and public utilities) are included in the lowest size class available. In ae 
line with the consideration stated in (1) above, “small” would be de- Ty 
fined for the other 7 industries so as to include at least 90 percent of in 
the businesses. This procedure would leave no more than 10 percent of tad 
the concerns in each industry to be defined as “medium” or “large.” as 
An alternative would be to include a lower proportion, say 75-8 
percent, in the definition of “small” for the 7 industries, to include | Prol 
as close to 10 percent as possible in the definitions of “medium” and | T 
of “large” and treat the 4 industries as unavoidable exceptions to this | the 
vattern. Such a procedure would have resulted in definitions for most } proy 
of the 7 industries that would have included only 8 to 7 percent of G1 
total assets in “small” and about the same low proportion in “medium.” | tion 
This alternative was discarded, in line with consideration (3). pi 
The general procedure that was adopted was to include in “small” Pe 
considerably more than 90 percent of the companies in an industry if } inéu 
an unusually high proportion of the number was necessary in order | {%* 
to account for at least 10 percent of the industry assets. The applica wth 
tion in the petroleum group is the most striking example. In the four } fixe 
other manufacturing and mining industries, the higher of two alter- § {}" 


native cutoff points was chosen as the dividing line between “small” 
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yd “medium” for this same reason and/or because of the sharp in- 
gease in asset coverage that results from using the higher limit.’ In 
he public utility group, on the other hand, raising the cutoff point 
byeven 2 or 3 size classes would still have given a definition of “small” 
that would have included a very low proportion of total public utility 
assets. 
The definition of “small” for sales finance companies presented a 
gecial problem. ‘The logical cutoff point, consistent with the cover- 
of number and assets in other industries, is at $5 million as may 
ieseen from table 2. This represents $5 million of consumer loans; 
empanies with loans of this volume probably have 8 to 9 million 
dollars of total assets. ‘The size classes used for tabulating the results 
ofthe loan survey, however, provide no intermediate cut off point be- 
tween $5 million and $25 million, and the lower of these 2 was there- 
fore used as the upper limit of “small” in this industry. 


APPENDIX 


§raTIsTICAL ProsLeMs, EstimatTINnG TECHNIQUES, AND Basic TABLEs 


This appendix describes the statistical problems encountered and 
the estimating techniques employed in developing, recently, a dis- 
tribution of businesses by industry and size. This distribution was 
prepared as a prerequisite to developing definitions of size (i. e., 
‘mall,” “medium,” and “large”) for use in classifying and analyzing 


the results of the 1955 and 1957 Federal Reserve surveys of member 
bank loans for business purposes. 
The distribution represents estimates of the number, total assets, and 


compiled receipts, by industry and asset class, of the more than 9 
nilion corporations, partnerships, and sole proprietorships that filed 
Federal income-tax returns for the tax year 1953 (i. e., fiscal years 
nding July 1, 1952 to June 30, 1953), the only recent year for which 
mpilations of tax return data by industry are available for the two 
forms of unincorporated business. These estimates are shown, by 
industry and asset size as well as by legal form of organization and 
asset size, in the tables on pages 40 through 47. 

The problems encountered in developing the distribution were of 
two types: those that resulted from gaps and inconsistencies in the 
industrial detail available; and those that arose because of the absence 
ifany industry-asset size information for the noncorporate sector. 


Problems of industry detail 


Tabulations of tax return data by industry and size do not include 
the same industrial detail for corporations, partnerships, and sole 
eorenipe. Though businesses of all three types are classified 
y internal revenue according to the Standard Industrial Classifica- 
ton (SIC), industries in which most businesses are incorporated are 


"With over 90 percent of the number of concerns in every industry included in “small” 
ind most of the remainder defined as “medium,” the proportion defined as “large” in most 
industries is very low. It would be low, however, under any size classification that 
tttempted to include in “small” more than a token percentage of total assets. In 6 of 
the 11 industries (public utilities and each of the manufacturing and mining groups) and 
in the sales finance group, a fraction of 1 percent of the companies account for more than 
one-half of total assets in the industry. In the publie utility industry and in the group 
that includes petroleum, coal, chemical, and rubber companies, 4 percent of the number 
‘count for 98 and 95 percent, respectively, of the total assets. fee than 5 percent of 


e¢number account for 80-85 percent of total assets in sales finance and in 2 manufactur- 
ig and mining groups. 
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not shown separately in the industry-size tabulations of noncorporate 
data and vice versa because the number, or the magnitudes involved, 
are very small and subject to large sampling errors. In other cases 
some size classes have been combined, either to reduce sampling error 
in the lowest classes or to avoid disc losure i in the highest classes. Data 
for these industries are included, however, in the totals by industry 
and in the totals by size for each form of organization, and were used 
to estimate certain of the missing cross- -classifications. 

Two further problems of industry detail arise in connection with 
the specific use that has been made of the distribution described here, 
First, the industrial classification used for the loan surveys and that 
used for the tax return data are not entirely comparable. In particv- 
lar, sales finance companies and commodity dealers are isolated ag 
separate industrial groups in the loan surveys, because they are such 
important users of bank credit, but they are not classified separately 
in internal revenue compilations. In these two industries, therefore, 
tax return data cannot be used as a basis for defining size. Second, 
the definition of “loans for business purposes” used in the loan surveys 
follows the call report classification and excludes loans to a number of 
industries included in internal-revenue data on businesses. These ex- 
cluded industries are: Farms (but the rest of the SIC group “agri- 
culture, forestry, and fishing” is inc luded) ; ; educational services; . 
all of the SIC major group “finance, insurance, and real estate” 
cept sales finance, commercial finance, real estate, insurance agua 
and combination offices. 

The estimated industry-asset distribution covers all industries 
whether or not bank credit extended to them is covered in the loan 
surveys. It includes separate estimates for the real-estate subgroup 
and for the remainder of the finance, insurance, and real-estate group, 
but no adjustment has been made to take account of the exclusion of 
educational services and farms from the loan survey definition of 
“business.” Educational services account for a relatively small pro- 
portion of the services group, and their inclusion is not likely to distort 
the size definitions developed for services. Farms account for 97 per- 
cent of all businesses in the agriculture, forestry, and fishing group, 
but the remaining businesses are classed in the loan surveys as “all 
other”—a category for which an arbitrary definition of “small” busi- 
ness was adopted. Some further adjustment would probably be de 
sirable in order to isolate the agricultural and finance subgroups that 
comprise this “all other” category. 

Some other industries that are shown separately in the loan surveys 
and in the SIC are not available separately for one or more legal forms 
of organization in the industry-size tabulations of tax return data 
The method of handling this problem was indicated on page 32. 


Problems of asset in formation 


The most serious problem involved in basing the estimated distri 
bution by asset size on tax return data was that the desired informs- 
tion on number and on total assets, cross-classified by industry and 
asset class, is available only for corporations filing balance sheets and 
must be estimated for the relativ ely few corporations not filing balance 
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sheets, for all partnerships, and for all sole proprietorships.° Unin- 
corporated concerns account for an estimated 14 percent of the total 
assets, but for 93 percent of the number, of all businesses filing Federal 
income-tax returns. 

Information is available, however, on number and total receipts of 
partnerships and sole proprietorships, cross classified by industry and 
receipts class. For partnerships, it is available separately for con- 
cerns with and without net income. For sole proprietorships the 
eross-classification is available by broad industry groups only and for 
net income businesses only (although information on number and 
receipts by receipts class with no industry detail is available for pro- 
prietorships with no net income). 

The estimates of number and total assets, by industry and assets 
class, were derived from these compilations of number and total 
receipts. The basic assumption on which the estimates rest is that, 
within any industry-asset class, total assets show approximately the 
same relation to receipts regardless of legal form of organization. 
This assumption, which seems reasonable at least within detailed 
industry groups, is borne out by the ratio of assets to receipts for corpo- 
rations filing balance sheets which is remarkably constant for different 
size classes within even broad industry groups. The ratio increases 
steadily as size increases but does not change erratically from one size 
class to the next (except occasionally among the highest classes in 
which the number of companies is relatively small). The level of the 
ratio varies considerably from one industry to another, however. 


Estimating technique 


The distributions of number of returns and total receipts by industry 
and receipts class were converted to distributions of number and total 
assets by industry and assets class, as follows: 

(1) In order to make the industry groups as comparable as possible 
for all legal forms of organization, size distributions of number and 
receipts (and also assets in the case of corporations with balance 
sheets) were first estimated for some industry groups included in 
aggregate tax return data but not shown separately in the detailed 
tabulations for one or more forms of organization. 

(2) Average receipts and the ratio of assets to receipts were com- 
puted, for each industry-asset size class and separately for returns 
with net income and with no net income, for corporations (figures for 
corporations with balance sheets having first been adjusted, on the 
basis of average receipts, to include corporations not filing balance 
sheets). 

(8) Average receipts of partnerships and of sole proprietorships 
were computed, for each industry-receipts class and—in the case of 
partnerships—separately for returns with and without net income. 

(4) Receipts in each industry-receipts class of each of the two types 
of unincorporated concerns were assigned to the asset class, or com- 





*Information on number of returns, assets, receipts, and other selected balance sheet 
and income account items is available by industry for a small sample of partnerships for 
the year 1953. Information is not available by asset size, however, and the sample is not 
representative of the size distribution of all partnerships, average receipts in each industry 
running much higher than for the universe of partnerships filing Federal income-tax re- 
turns. This tabulation therefore was not used in deriving universe estimates of the 
number and total assets of partnerships by asset size. 
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bination of classes, in which corporations had the same average re- 
ceipts. This step provided a distribution of number and receipts by 
asset class for each industry. 

(5) Total assets in each industry-asset class of each of the two types 
of concerns were estimated by multiplying the total receipts assigned 
to that class by the ratio of receipts to assets of corporations in the 
same class. 

This procedure, of using an industry-asset distribution of corpora- 
tions as the basis for estimating a similar distribution of unin- 
corporated businesses, has a number of shortcomings. First, the lowest 
asset-size class available for corporations was “under $50,000.” *° In 
this size class, the average partnership or proprietorship is much 
smaller in terms of receipts, and probably in terms of total assets, than 
the average corporation. Since the ratio of assets to receipts increases 
as size increases, the ratio is probably higher for corporations with 
assets under $50,000 than for unincorporated businesses in this size 
class. Inability to develop estimates for 1 or 2 additional classes below 
$50,000 resulted not only in the inclusion in a single size class of the 
great bulk of the number of unincorporated businesses but also in the 
probable overstatement of both average assets and total assets in this 
class and in the noncorporate universe. 

Second, at the upper end of the size range it was not feasible to 
include any sole proprietorships in the asset classes of $10 million and 
over. The highest receipts class available for this type of unin- 
corporated business is “$100,000 or more.” While most of the concerns 
in this receipts class probably have assets of less than $10 million, 
some are probably larger. No way could be found to isolate these 
large proprietorships and they are therefore implicitly included in a 
lower asset class than they should be. It seems reasonable to assume, 
however, that the miscalculations are too few in number either to 
distort the industry estimates for the higher classes or to offset more 
than a minor part of the overstatement of noncorporate assets noted 
above. 

Third, the procedure had to be applied to rather broad industry 
groups. The relative importance of minor groups is undoubtedly 
quite different for unincorporated and incorporated businesses in some 
of the broader industry categories (e. g., public utilities—a category, 
usually assumed to comprise large corporations, in which unincor- 
porated concerns account for 91 percent of the number though for only 
2 percent of the estimated assets) and it is not known whether such 
differences invalidate the use of the corporate assets/receipts ratio to 
estimate noncorporate business assets, that is, whether the assets/re- 
ceipts ratio varies markedly among minor industries as well as among 
major groups. 

Finally, it was not feasible to estimate industry-asset distributions 
of sole proprietorships separately for net income and net loss busi- 
nesses. The assets/receipts ratio is higher for corporations with no 
net income than for those with net income and for this reason net 
loss and net income concerns were treated separately where possible. 
The proportion of concerns that reported a loss in 1953 was generally 


1% With publication of Statistics of Income (1954), data became available for a lower size 
class (assets under $25,000) of corporations. It was necessary, however, to base the esti- 
mates on the less detailed compilations for 1953, since information on number and receipts 
of unincorporated businesses by industry is not available for 1954. 
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lower for proprietorships than for corporations, and inability to treat 
the net loss businesses separately probably results in a further over- 
statement of total proprietorship assets. 

Despite these shortcomings, of which the absence of any asset class 
lower than “under $50,000” is the most serious from the point of 
view of developing a meaningful definition of “small” business, no 
more satisfactory way of estimating an industry-asset distribution of 
unincorporated business was found. 


APPENDIX TABLE 1.—Number, total assets, and receipts of business, by industry 
and asset class 


Asset class (thousands of dollars) 
























































Industry 
All Under | 50 100 | 250 
sizes ! 50 to to to 
100 250 | 1,000 
A. Number (in thousands) 

All industries---......._}9, 371.1 |8, 639.2 |323.3 |228.8 |124.8 | 40.4 7.1 5.9 | 0.8 0.9 
CS ee 3, 362.6 3,337.6 | 11.8] 7.3) 5.1 7) @® Wy ae eee (2) 
Construction............----- 495.6 | 457.2] 15.6]161| 54] 1.1 ot 1} @® (3) 
Manufacturing and mining_.| 407.9 | 290.6 | 42.9 | 33.5 | 27.1 | 10.2 1.6 1.5 ia 

Food, liquor, and tobacco 37.2} 22.2) 60) 40] 35) 12 .2 2 it) () 
Textiles, apparel, and 

eet 46.1| 27.7] 7.0] 52] 44] 15] .2 1} @® (2) 
Petroleum, coal, chemi- 

cals, and rubber_....---| 49.8 | 365] 3.5} 44] 34] 1.4 ‘2 3 (2) 1 
Metals and metal prod- | 

ae 60.5 | 28.8) 112) 82) 7.5) 33 .6 .6 1 1 
Other manufacturing and | 

2 214.3 175.5 | 15.2} 11.7] 83); 2.8 .4 .3 (2) () 
Public utilities...........-..-| 320.0 | 298.6) 7.9) 7.9] 34) 14 .3 3 a .2 
Wholesale trade..........-- -| 343.5 | 256.2 | 32.9 | 33.4) 16.9) 3.5 .3 2 (2) () 
Retail trade_._--.- Gcauioutdus 1, 963. 1 (1,781.7 |112.6 | 50.6 | 15.5 2.3 .2 2 (2) () 
Services........- Sakeades are auied /1, 694.8 |1, 643.9 | 29.8 | 14.1 5.7 1.1 1 (2) (2) Q@ 
RI es mere 370.9 | 254.6 | 32.1 | 50.5 28.0 5.1 4 2 (?) % 
Finance other thanrealestate_| 215.4 147.7 | 20.5 | 9.7 | 14.8) 145 4.0 3.4 | 5 5 
Business not allocable-_----.--- 197. 5 171.1 | 17.4 5.8 | 2.8 ae () (?) ® | @& 

' ' 
B. Total assets (in millions of dollars) 
Pctanelardidatalniee 
All industries... . __- 886.9 | 50.1 | 23.6 | 35.1 | 56.8 | 87.1 | 49.2 | 119.6 | 66.3 409. 1 
| i 
Agriculture - _- - -- : ‘ 16.1 wer...) LeT 2st) Be 2 OF Eo scicc 4 
Construction .... ; 13. 2 | 24; 1.1 2.5] 26) 22 9 1,2 a ol 
Manufacturing and mining 198.3 | 3.4] 3.4] 5.4 | 13.1] 21.7] 11.3 31.1 14.7 94. 2 
Food, liquor, and tobacco_ 20. 5 | 3 4 oe 1.7 2.6 1.3 3.5 1.7 8.3 
Textiles, apparel, and | | | 
leather__- 14.1 a), al 8) SS SOT Re «CSF 1.3 1.7 
Petroleum, coal, chem- 
icals, and rubber- 54.0 | - -2 7 16] 3.1 yy 6.0 3.1 7.3 
Metals and metal prod- | | 
ucts y 78.7 | 4) .8) 13) 37) 7.2) 4.4 | 11.9 6.1 42.7 
Other manufacturing and | | 

mining e: at ae | 2.1 1.4] 19] 39] 58) 25 6.9 | 2.5 4.2 
Public utilities Sen cos an® | oes oe 2.9 1.6 6.6 6.0 75.5 
Wholesale trade. | $4.4} 21/24] 54] 7.9 | 6.9 2.3 3.7 | 1.3 2.5 
Retail trade_- | 54.9 16.4; 8&1] 7.9) 69) 44 1.4 3.0 oa 5.6 
Services | 19.1 G61 217 23) 3271 201 14 1.0 aa 1.1 
Real estate ad 43.2 | §.5 | 2.3 6.8 | 10.4 9.9 2.9 | 3.4 1.1 1.0 
Finance other than realestate | 404.4 1.5 1.5 16] 81) 34.7) 27.6) 69.4 31.4 228. 6 
Business not allocable - 4 6.0 | 9 4.33 on @ hk hee -9 2 aa da .2 

| | | | | 

















| 
| 
| 
i 


See footnotes at end of table, p. 168. 
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APPENDIX TABLE 1.—Number, total assets, and receipts of business, by industry 
and asset class—Continued 
























































| Asset class (thousands of dollars) 
Industry | | 
| All Under | 50 100 | 250 | 1,000 | 5,000} 10,000 | 50,000 | 100,000 
| sizes ! 50 to to to to to to to and 
100 | 250 | 1,000 | 5,000 /10,000} 50,000 | 100,000 | more 
* uss 
C. Receipts 3 (in millions of dollars) 

All industries__.._- 782.7 | 136.9 | 56.3 | 74.5 | 97.6 | 90.6/352| 753) 32.7 183.7 
Agriculture. _...__.- |} 25| 224] 13) 23) 18] 8) 1 rt 5 
Construction .__ | 341] 106] 32) 65] 58] 40] 18] 19] 3 ‘1 
Manufacturing and mining...| 308.7 | 9.0} 7.8 | 13.0 | 29.1 | 40.2) 18.5 45.1 | 20.9] 1251 

pees ees one tobacco.| 50.5 | LS} 33) 2S | 5.3 7.3 | 3.0 7.6 | 3.8 19.2 
Textiles, apparel, and | | 

leather.-- * | 27.6 | 427) 17] 26] 6&7) 60/ 23 ao! 16] 419 
Petroleum, coal, chemi- | 

cals, and rubber... 59. 4 5 4] 13] 28) 42) 24] 6.6 3.1 38.2 
Metals and metal prod- | | 

ebte:- = | 123.9) LL) 7) 29) 77/132) 7.4] 185) 96) 617 
Other manufacturing | | 

and mining-.--- 47.3 a7 i ae 4.2) 7.6] 9.5 3.4 8.4 2.8 | 42 
Public utilities .- | 47) 31] 11] 19] 23] 33] 12) 34] 27] 67 
Wholesale trade__ |} 116.0 10.0 9.6 | 20.3 27.8 | 22.7 6.8) 11.7] 3.1 | 41 
Retail trade___.__-- --| 168.2] 58.5 | 24.4 | 23.7 | 20.7] 11.5] 3.5 6.9 2.9; 162 
DIONE oon cennaneis oh. (8 7.8} 39/32) 84) 26) .9) Li] .2} 7 
Real estate_- 8.6 1.5 DPLORTE BSt di 44] 4) witha 
Finance other than real estate.| 24.4 | yes 6 6) B23) 21 1.5 | 4.3 | 2.4 | 11.0 
Business not allocable- |} 15.8 | 3.0; 39) 25) 32) 1L7| «4 -3 | 2 4 








1 Figures shown in this column are, except for some regrouping of industries, as shown in U. S. Internal 
Revenue Service, Statistics of Income for 1953: Pt. I, Individual Income Tax Returns; Pt. II, Corporation 
Income Tax Returns; and Partnership Returns. 

2 Less than 50. 

3 Item tabulated is total compiled receipts for corporations, and total receipts for partnerships and sole 
proprietorships. 

‘Less than $50,000. 


NotTe.—Details may not add to totals because of rounding. 


APPENDIX TABLE 2.—Numober, total assets, and receipts of business, by industry 
and asset class 


{Percentage distribution] 


—EE = 


Asset class (thousands of dollars) 


1 | mre , 
All | Under! 50 | 100 | 250 | 1,000 5,000| 10,000 50,000 | 100,000 
sizes 50 to to | to | to to | to to and 

100 | 250 | 1,000 | 5,000 10,000} 50,000 100,000 | more 


Industry 
















































All industries... 100.0} 922] 35] 24] 13 
Agriculture-....-.---.--- 100.0} 99.3) .4/ .2/ .2; @M/@] @ (1) 
Construction._____._- vane) Dae 92.3 | 3.2 3.2 1.1 2 () (4) () (') 
Manufacturing and mining.--| 100.0} 71.3) 10.5) 82) 6.7 | 2.5 04) 01 0.1 
Food, liquor, and tobacco.) 100.0} 59.6 | 161/107) 93) 3.3 5 .4 1| 1 
Textiles, apparel, and | 
leather .____.._. 100.0} 60.0] 15.3) 112] 95) 32] .4 3; ® 7 © 
Petroleum, coal, chemi- | 
cals, and rubber_..__.--| 100.0 | 73.3 6.9) 88) 69] 29 5 5 ‘3 i 
Metals, and metal prod- 
ucts ; 100.0} 47.6) 18.5) 136/125) 55) 10) 10] HH 2 
Other manufacturing and | | | | 
mining a bisdsceh 100. 0 81.9 71) 5.5 3.9 Las as -2) 0) 
Public utilities_______- E 100. 0 03.3) 25; 25] 1.1 4 a a2 ) 1 
Wholesale trade -----| 100.0} 746] 96) 97] 49] 10} .1 kt @ (*) 
Retail trade ; -| 100.0] 90.8| 5.7] 26 8 -1] (Q) Q) | @Q) () 
SP icin cnccacace-cos-aa) (MOO L HO) 261. 01 331 OT O.) & () 
Real estate : ‘ 100. 0 68.7| 86/13.6] 7.5] 1.4] | (1) (') 
Finance other than realestate_| 100.0 68.6) 95) 45 6.9} 67) 18 1.6 2 | : 
Business not allocable-____. “i 100. 0 86. 6 8.8) 2.9 1.4 | -2] Q) () | @Q) (') 
| | | 








| 


1 Less than 0.05 percent. 
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ApPpENDIx TABLE 2.—Number, total assets, and receipts of business, by industry 
and asset class—Continued 





0 | 


0} 
0 


Industry 
sizes 
All industries | 100.0 
Agriculture 100. 0 
Construction 100. 0 
Manufacturing and mining_.-| 100.0 
Food, liquor, and tobacco 100. 0 
Textiles, apparel, and 
leather 100. 0 
Petroleum, coal, chemi- | 
cals, and rubber 100.0 
Metals and metal prod- 
ucts | 100. 
Other manufacturing and 
mining 100. 0 
Public utilities 100. 0 
Wholesale trade 100. 0 
Retail trade 100. 0 
Services 100. 
Real estate 100. 0 
Finance other than real estate 100. 0 
Business not allocable 100. 0 
| 
| 
All industries 100.0 
Agriculture 100.0 
Construction. 100.0 
Manufacturing and mining 100. 0 
Food, liquor, and tobacco 100. 0 
Textiles, apparel and 
leather - 100 
Petroleum, coal, chemi- 
cals, and rubber ; 100.0 
Metals and metal prod- | 
ucts. 100. 0 
Other manufacturing and 
mining. 100. 0 
Public utilities 100. 0 
Wholesale trade 100. 0 
Retail trade 100. 
Services 100. 0 
Real estate 100. 
Finance other than real estate| 100. 
Business not allocable_- 100. 0 


Note.— Details may not add to to 


| 650 


6 
29 
34. 
12. 


9. ¢ 
6. 


8 
34 


52. 


18. 


3. 
19. 


All | Under | 


~~ 


— Perr OCw 


w 


m= Oh 


Asset class (thousands of dollars) 


j 


50 | 100 


250 | 1,000 | 5,000 | 10,000 | 50,000 | 100,000 








to | to | to | to to | to to and 

100 | 250 | 1,000 | 5,000 |10,000| 50,000 | 100,000 | more 
sati — teiel — -——— | - t : _ 

B. Total assets 
28/| 40! 64] 98 6.3 46. 1 
S23). 7%.2| ast Te 2.4 
8.5 19.1 | 19.6 16.8 1.0 .8 
1.7] 27] 66| 10.9 7 7.5 
2.1) 32| 84/125 8.4 40.5 
3.6 | 5.9 | 15.2 | 21.4 | 10.0 19.5 9.4 12.1 
5} 23} a2] 6&7) 82! 1.2 5.7 69.0 
1.0] 1.7] 47/] @2]| 56 15.2] 7.8 54.3 
4.5 | 61/126)\186| 80! 221 7.9 13.6 
GL LS) 7) 201 “LS 6.8 6.2 77.6 
7.0 15.7 | 23.0 | 20.0 6.8 10. 6 3.8 7.2 
14.8 | 1441125] 81) 26 5.4 2.1 10.2 
11.0] 11.4] 141/120| 43 5.0 1.8 5.7 
5.3 | 15.6 | 24.0] 228) 6.6 7.8 27 2.3 
41 1-20) - 861-€8 17.2 7.8 56.5 
20.8 | 15.1 | 21.7] 15.1} 3.0 3.5 1.9 3.8 
C. Receipts! 
7.2} 95)125/116] 45 9.6 4.2 23.5 
4.7 ti ast Ser <3 5 Ae 1.9 
| 9.4] 19.1/ 17.0) 11.7] 5.2 5 .6 | 3 
| 25] 42) 94/130] 6.0 14. € 6.8) 40.5 
2.6! 3.8| 10.5 | 144] 5.9 5. ( 7.5 38.0 
6.3} 9.4 | 20.5 | 21.9 | 84| 14.6 5.8 6.9 
| .8| 23] a7] u2}- 46) 10 5.1 64.3 
1.4) 24] 62/107] 60 14.9 7.8 49.8 
5.4) 88 | 161] 20.0] 7.3 17.8 5.8 8.8 
2.4) 44] 5.2] 7.3] 27 7.6 6.1 57.4 
8.3 | 17.5 | 24.0 1196/1 5.9 10.1 2.7 3.5 
114.5 | 141/123] 68| 2.1 4.1 1.7 9.6 
}11.5/ 95) 99) 7.8] 27 3.3 5 2.0 
6.2 | 19.3 | 267)180| 4.7 5.1 1.4 5 
24/19] 49) 87] 63] 17.5 9.8 44.9 
|} 24.5 | 15.8 | 206/110] 2.7 2.2 1.3 2.7 
| 





tals because of rounding. 
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APPENDIX TABLE 3.—Number, total assets, and receipts of business, by legal 
ae os eee and asset class 


Asset class (thousands of dollars) 
Form of organization hha | | | 
All Under | 50 | _ 250 | 1 on 5, - a 9 50,000 | 100,000 
sizes! | 50 | to to to and 


250 S)B)e 10,000 50,000 10,00 more 


A. Number (in thousands) 





All forms... - 9, 371.1 |8, 639.2 |323.3 |22! 


| 





Corporatigns.. _- 698.0 | 303.1 |125.7 | 
Partnerships. --- 958. 6 26.0 | 64.3 
Sole proprietorships _.|7, 714. 5 |7, 510.1 133. 4 

| 








All forms : B. 50. 3.6 | 35.1 | 56.! d E 119.6 








Corporations... __- : : 56. ; 9.1 | 21. 2.4 | 73.8 | 43. 113. i 
Partnerships. --- : ‘ 5 6. 
Sole proprietorships 





C. Receipts 3 (in millions of dollars) 


| | 

All forms. ; 782. 7 136.9 | 56.3 | 74.5 | 9%. 6 | 90. 6 | 35.2 | 
Corporations.______- 558. 2 16.3 | 
Partnerships. -- 80. 7 26.1 
Sole proprietorships 143.8 94.5 


18.8 | 41.5 | 76.6 | 82.5 | 33.1 
11.3 | 12.4] 19.2] 7.4 2.0 
6.2| 20.61 1.7] .6 ig 





1 Internal Revenue Services, op. cit. 
2 Less than 50. 


3 Item tabulated is total compiled receipts for corporations, and total receipts for partnerships and sole 
proprietorships. 


NoOTE.—Details may not add to totals because of rounding. 
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APPENDIX TABLE 4.—Numober, total assets, and receipts of business, by legal form 
of organization and asset class 


[Percentage distribution] 


———_—_— eee — -——— 





Asset class ere of dollars) 


1,000 | 5,000 | 10,000 50,000 | 100,000 
‘to to to | to and 4 


Form of organization 

All | Under| 50 | 100 | 

sizes 50 to | to hes a 
| 


+ | ab | 2 | 2 














| 
" 
ge sett a ane 
ie 
| 

















| §,000 10,000} 50,000 ee more 
A. Number 
All forms?.. 100.0 | 100.0 {100.0 |100. 0 100.0 |100. 0 |100. 0} 100.0 .0 | 100.0 | 100.0 
eames iinciceactaee eee ee ee ; 
Corporations._._- 7.5| 351389 #8.0 | 71.3 | 84.6 88.0] 94.5 .5 | 02.3 99.0 
Partnerships ‘4 ---| 10.2 | 9.6 | 19.9 | J rg | 19.8 8. ( . . 5.5 7 1,0 
Sole proprietorships 82.3 86.9 | 41.3 24.7 | 8.9} 7. 4 ; Saket sheieccaes 
| | 
B. Total assets 
All forms..- | 100.0 | 100.0 |100.0 |100. 0 100. 0 100. 0 {roo 0 | | 100.0 | 100. 0} 1000 
Corporations... | 6.4] 12.7 | 38.4| 60.1 | 747] 847/881] 945! 923 99.0 
Partnerships | 6.5 20.7 | 20.9 | 14.3} 20.6} 7.7] 8.2) 5.5 | 7.7 | 1,0 
Sole proprietorships a 66.6 | 40.7 | 25.6) 4.7) 7.6] 3.8 a . IA 
! | 
Receipts 
. 'aene oY Cl Wt) tea | es j 
All forms... 100.0 | 100.0 |100.0 100. 0 |100.0 |100. 0 oo. 0 | 100.0 _ 100.0 | 100.0 


Corporations..__- | 7.3| 11.9| 834 | 55.7 | 78.5} 91.1|941| 97.6{ 990] 99.9 
Partnerships 10.3 | 19.1 | 20.1 | 16.6 } 197) 8&2) 5.5 2.4 1.0 ae 
Sole proprietorships | 18.4 | 69. 1 |‘ 46.5 | 27.7 1.8 .6 Ops eus. pit a Soca 


Norte.— Details may not add to totals because of mentink: 




































































































































































































7. SMALL BUSINESS IN THE AMERICAN ECONOMY! 


When we speak of the role of small firms in the American econom 
we have two quite distinct sets of considerations in mind. First, the 
obvious role of small business is to carry on the business of manufac- 
turing goods, or selling them, or of providing a wide variety of sery- 
ices to businesses and consumers. The role of small business in that 
respect is measured by its share of total output, the capital it uses or 
the number of persons employed in small business. 

In 1951 firms with less than 100 employees accounted for over 
two-thirds of the paid employment in the fields of retail and whole- 
sale trade, construction, and service. They accounted for slightly 
over 20 percent of paid employment in manufacturing. Firms with 
fewer than 100 paid employees accounted for about 40 percent of all 
nonagricultural employment.? 

There is no doubt that in a simple quantitative sense small business 
is important. It is easy enough to see what goods are made, what 
services performed, by small business. But the real question is: does 
it make any difference whether those things are done by small busi- 
ness? We really want to know whether the existence of small busi- 
ness in America makes our economy more or less efficient, progressive, 
and stable than it would be without small business. 

The answer to such general questions is always “yes” and ‘ 
Without doubt there are some small businesses which are more “i. 
cient than some large businesses, and vice versa. There are some 
ways in which small business contributes to economic stability and 
some ways in which it reduces stability. 

No simple generalizations on the role of small business are possible. 
What we must do is to examine the general nature of the effects of the 
small-business sector on efficiency, progress, and stability. 

To do that we begin by considering the relative efficiency of small 
and large firms. Because technical and market conditions differ from 
industry to industry no generalization on relative efficienc y which 
applies to all industries is possible. But it is possible to show in 
general terms how size of firm influences production costs and to sum- 
marize the results of statistical comparisons of costs in firms of vary- 
ing size in a number of industries. 

In the following section we consider the role of small business in 
making competition effective. It is shown that the existence of small- 
and medium-sized firms does tend to make price competition more 
effective. It is also argued that their existence increases the incentives 
of large firms to invest in order to reduce costs and improve products. 


1 By James S. Duesenberry,. Harvard University. 
James S. Duese nberry holds a B. A., M. A., and Ph. D., University of Michigan. Taught 
at University of Michigan, Massac husetts Institute of Technology, and Harvard. At Har- 
vard since 1946. Publications: Income, Saving and the Theory of Consumer Behavior, 
and Business Cycles and Economic Growth. 

* Betty C. Churchill, Size Characteristics of Business Population, U. S. Department of 
Commerce, Survey of Current Business, May 1954. 
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We next consider the research potential of large and small firms. 
It is argued first that large firms have some very marked advantages 
jn carrying out industrial research. However, it is also shown that 
small firms, and particularly new ones, do make important contribu- 
tions to technical progress. 

The effect of small firms on stability of income and prices is discussed 
next. It is argued that small business probably has a slight destabil- 
izing influence on the stability of real income in a depression. The 
effect of small business on cylical price movements is rather mixed. 
In some circumstances small business tends to reduce the strength of 
wage-price spirals. But in other circumstances the inflationary im- 
pact of excess demand may be greater in sectors dominated by small 
concerns than in those dominated by larger ones. 


EFFICIENCY AND SIZE OF FIRM 


The relative efficiency of small and large business has been under 
discussion for many years but unfortunately the controversy has gen- 
erated more heat than light. Many studies of the relation of firm 
size and efficiency have produced inconclusive results because of a lack 
of clarity in the statement of the problem, biases in the data and 
inadequate statistical analysis. Nonetheless it is possible to make 
a few useful generalizations about the relationship of size of firm to 
production cost. Before discussing those generalizations a brief re- 
view of the evidence is in order. 

The data on efficiency and size come from three sources : engineering 
studies, cost studies for particular products, and profit data. The 
engineering studies are hypothetical comparisons of unit costs of pro- 
duction of specified products under standardized conditions in estab- 
lishments of different sizes (size being measured by designed capacity 
expressed in units of output). Twenty such comparisons for manu- 
facturing industries are reported by Professor Bain. In some cases 
Bain gives additional data on the costs of multiestablishment versus 
single establishment firms. It will be noted that those statements 
apply to hypothetical firms operating under similar conditions and 
with the same degree of managerial efficiency. Bain’s results are 
summarized in table 1. 

Bain gives an estimate of the capital costs in 1955 of a plant large 
enough to obtain all the advantages of large scale production. He 
also gives some indication of the rate at which costs rise as the size of 
plant is reduced. 

Bain’s data indicate that the investment required for an efficient 
plant varies over a wide range from one industry to another. Invest- 
ment of over $100 million is required for an efficient plant in steel, 
automobiles, petroleum refining, tractors, and cigarettes. In shoes, 
flour milling, and meatpacking less than $2 million is required. 
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TABLE 1.—Classification of industries according to capital requirements for q 
single optimal plant, and related information 











Capital requirement | Percentage of largest | Estimated shape of 














Industry for 1 plant of min- submarket sup- plant scale curve 
imum optimal plied by 1 optimal at suboptimal 
scale (million dol- plant scales 
lars) 

I. Industries with very large capital 
requirements per plant (generally 
above $100,000,000): 
eh ee oe sa atinc cat cocaosneee ae 80 Gon..\........F Bee WO @G--~---- ~~ Moderately sloped, 
Atsbomobihes...2. . sei. ck 250 to 500 !__..._-_.. 1 eS e erat Do. 
Petroleum refining..............-- 225 to 250 2_____. Sig WEE dee ER acted ont Relatively flat, 
Wyeeeetes cit Gide thh Ed bat st. ecss22 1960 96.2... 252222 Do. 
Cigarettes _..__- ; ci earl 25 .t0 180. <......<+.-<- Stabs iicsucasahy Do, 
II. Industries with large capital re- 
quirements per plant (generally 
$10,000,000 to $15,000,000) : 
|(50 to 75 acetate ray- | 
Masebiete s.: Fe. be 135 (viscose |{# 0 6------------ ..| Relatively steep, 
rayon). 
Liquor__--- Sak oo ; IE Sen EE sees 5 OD GE cn comsthas Relatively flat. 
Cement Lee A a eee eh BR SR ads tu eeece SOO Oak ara nescnsad Relatively steep. 
Tires ered tubes... 35.5 cs) 1 Ss es. 136 to 234. __.__-_._-- Moderately sloped. 
Soap eee) ere OOOO bi scctceteideos Do. 
Meat packing (diversified) hk Bae eae Ste... Sled de Relatively flat. 
[II. Industries with moderate capital | 
requirements per plant (generally | 
$2,500,000 to $10,000,000) : | 
Fountain pens satan eae 6. 5a: dichapiie anicaksl) Ma Ea kant wcalp tani No estimate. 
Metal containers -_- We |) ae RRR aS eve Do, 
Gypsum products - - _- ....| 4 to 6 bob bacab hh tenerenn Do, 
Canned fruits and vegetables____.| 24% to3 | Pn We ciee vent Moderately sloped, 
IV. Industries with small capital re- | 
quirements per plant (generally 
under $2,000,000) : 
Flour. _- Yo tio 34. .........- ¥% to 14._......-.-...| No estimate. 
Shoes. : ep ae ht Sef Ci, eee | Moderately sloped, 
Meatpacking (fresh) - SP UMNO Rice. raed a3eo5 Sail OD Bc, t 4.c2008-ose: | Relatively flat. 
V. Nonclassified industries (capital 
requirements not estimated): | 
Typewriters. | No estimate... .___- 1 RO Wenn cduteadec Relatively steep. 
Farm machinery it Le SELL OOS ale Atcea. Moéerately sloped. 
Copper. .-_-- dba les 5 EG eae dei niniite] NOL guth hate ahcGcpeay ke No estimate. 











1 Supposes integration of bodies and engines, but not of maximum range of components. 
2 Includes crude-oil transport facilities (average requirement). 
3 Excludes working capital. 


Source: Joe S. Bain, Barriers to New Competition: Their Character and Consequences in Manuface 
turing Industries (Harvard University Press, 1956), pp. 158 ff. 


The increase in costs associated with reduction in plant size below 
the minimum for peak physical efficiency also varies widely. Thus in 
cement it is estimated that a plant with capacity of 70 percent of the 
optimum would have unit costs 5 percent higher and a plant with 
capacity 40 percent of the optimum would have unit costs 15 percent 
above those of the optimum size plant. In cigarettes, on the other 
hand, a plant with only 20 percent of optimum capacity would have 
costs only 2 percent higher than those of the optimum size plant. 

This study shows that there is a certain group of industries in which 
fairly small firms—.i. e., firms with less than $2 million of assets—can 
produce as efficiently as larger ones. Small firms can operate at a rela- 
tively small cost disadvantage in a somewhat larger group of indus- 
tries. Similar statements can be made about the other asset size 
brackets. 

Studies of actual costs produce broadly similar results if properly 
interpreted, even though reported costs in different establishments 
vary for a variety of reasons beside differences in the sizes of estab- 
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lishments.* Unfortunately, the available data are limited to small 
uncontrolled samples of establishments. ‘ 

The results of comparisons of the cost of large and small establish- 
ments are of doubtful statistical significance and no great eign 
can be attached to small differences in costs. Most of the cost studies 
indicate that (1) above a certain size of establishment there are no 
very notable differences in costs among establishments of different 
size, (2) among the establishments of less than the critical size the 
costs tend to rise as size of establishment falls, (3) the critical size 
varies widely with the type of product. These results seem to be 
generally consistent with those obtained by Bain. It 1s important to 
note, however, that the tendencies described above apply to the average 
performance of firms of a given size. It often happens that the lowest 
cost small establishment has costs below those of at least some of 
the largest establishments. For the same reason the lowest cost plant 
may not be the largest even when there is a tendency for costs to fall 
as plant size increases.‘ 

The statement that costs decrease up to a point as plant size increases 
and then level off is, I think, a fair summary of the general run of 
studies of plant costs. However, because there is so much controvers 
in this area, some additional comments might be appropriate. Accord- 
ing to Wales’ study, costs fall throughout the range of plant sizes in a 
substantial majority of the industries for which data are available. 
There are, however, a number of cases in which costs fall over a con- 
siderable range but are higher for the largest size of plant for which 
data were collected than for the next lower size. There are also a few 
cases in which the cost pattern is highly erratic. There are practically 
no cases in which costs fail to fall as output increases, though as noted 
above both the rate of decrease and the width of the declining range 
are variable from industry to industry. To some extent this is due to 
a bias in the data. 

In many studies output rather than plant capacity is used as a 
measure of plant size. The plants with low outputs naturally tend 
to have lower utilization than those with high outputs so that a 
difference in cost due to plant utilization is attributed to a difference 
in plant size. But costs fall over such a wide range of outputs in so 
many industries that it is hard to accept the idea that the observed 
results are all due to bias. In view of the engineering data and the 
general rationale of economics of scale we must accept the notion that 
production costs do fall over a certain range of outputs in almost all 
industries. 

That firms of less than minimum efficient size exist is hardly sur- 
prising. There are many industries in which the returns earned by 


*There are differences in treatment of accounting data, in the age and utilization of 
plant, in the ability of managers, in wage rates, quality of labor, and transport costs among 
other things. Really reliable data on the effects of plant size on costs could be obtained 
by careful selection of plants so as to remove the variance due to other factors. Alter- 
natively, if sufficiently large samples of cost data were available it might be possible to 
obtain reliable results on a statistical basis. (Even then the data might be biased due 
to correlations between size and, for example, wage rates.) 

*Summaries of the available data on the relations of plant size and cost are given in 
the following sources: Cost Behavior and Price Policy (National Bureau of Economic 
Research, 1943) ; P. J. D. Wales, Price, Cost, and Output (Blackwell, Oxford, 1956) ; R. C. 
Osborn, Effects of Corporate Size on Efficiency and Profitability (University of Illinois 
1950). See also Caleb Smith, Survey of Empirical Evidence on Economics of Scale, and 
comment by Milton Friedman in Business Concentration and Price Policy (National Bureau 
of Economic Research, 1955). 
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larger firms are high enough to permit substantially less efficient firms 
to exist and still earn a positive but lower profit. In others, smal] 
firms enter during boom periods (their size being limited by the avail- 
ability of capital) ; some do not grow large enough to survive, but may 
still be in the industry for many years. In still others, firms of sub- 
optimal size are constantly entering and failing so that at any point of 
time a number of such firms is present in the universe. 

Some writers have concerned themselves with the question of 
whether costs turn up as size of plant increases beyond a certain point, 
There is little evidence in the cost data on that point. As noted above 
there are only a few cases in which costs for the largest size of plant 
are higher than for smaller ones and there is doubt about those. But 
there is less reason to expect to find plants of too large a size than to 
find plants that are too small. Small firms may not be able to build 
plants of efficient size. But large firms are certainly able to refrain 
from building plants that are too large for efficiency (unless their 
managements suffer from megalomania). Not many cases of costs 
rising with output have been encountered but that does not prove that 
plant cost curves are not U-shaped. 

However, that observation has little economic significance. It does 
not imply that firm cost curves are U-shaped since large firms can be 
and usually are multiplant firms. 

The data on plant costs indicate that a concern cannot be efficient 
unless its volume justifies building a plant of a certain minimum size, 
On the other hand, it has often been argued that “large” firms tend 
to be less efficient than medium-sized firms. The theoretical reason 
given for that assertation is that the managements of very large firms 
become unwieldly and bureaucratic. The apparent success of decen- 
tralized management in some of the very largest firms casts consider- 
able doubt on the validity of the bureaucracy argument. The em- 
pirical evidence is not very satisfactory, but it does not lend any 
positive support to the idea that after a point costs tend to rise with 
size of firms. 

The most readily available data for comparison of the performances 
of large and small firms are profit records. Profit records represent 
actual, not hypothetical performances. Records for either identical 
firms or random samples of firms are available for long periods whereas 
most cost studies cover only a single year. On the other hand, profit 
records are even more distorted by differences in accounting procedures 
than are cost data. At the same time they reflect some factors which 
do not represent differences in efficiency. A large firm may make 
larger profits than a small one if it can obtain concessions (not related 
to cost) from suppliers through large scale purchasing. Similarly, a 
well-known name may bring a premium price even though the product 
is physically no different from another bearing a relatively unknown 
name. 

While the profits of large firms are sometimes enhanced by their 
market power, the small firms may have higher returns because of 
relative newness. The smaller firms are likely on the average to be 
newer than the larger ones simply because it takes time to grow large. 
Even within a single four-digit census industry different firms have 
different product mixes. A relatively new firm, if it is successful, tends 
to have plant and equipment designed to supply the products which 
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currently yield the highest profit margins and for which demand is 
growing rapidly (so that plant can be fully utilized). Older firms will 
tend to have facilities for product lines which yield lower mangas. 
They may make just as good a return as the others on the new lines 
but a lower average return. In the same way older firms may have 
their plant in higher cost areas than new firms. 

Moreover, the use of profit data for identical firms over a consider- 
able period of time leads to a bias in favor of small firms. There is 
considerable turnover among small firms and the ones which survive 
for a number of years are likely to be those with the best profit 
records. The profit records of a set of firms which have remained in 
business for 10 years or more are likely to be better in any given year 
than the records of all the small firms in existence in a given year. 

The Federal Trade Commission has published data for the com- 
parison of the profits of the largest firms in each of 23 selected 
industries (mostly four-digit census industries) with the profits of 
smaller firms.° The smaller firms included vary widely in both abso- 
lute size and in size relative to the size of the leaders. 

In the years 1947-52 profit rates of the largest firms were higher than 
those of the medium-size and small firms in 15 industries. The 
relatively small firms had higher returns in six cases. In two cases 
the rates of profit were practically the same. In no case, except pos- 
sibly that of steel, was the performance of the smaller firms better 
than that of the large ones by more than a very small margin.® 

The requirement of the FTC that the firms should have been in busi- 
ness at least since 1939 makes it unlikely that any firms with very high 
cost due to inadequate scale are in the sample. The profit data cannot 
be used to identify the minimum size of firm required for efficient 
production in the industries included. 

The profit data are not conclusive evidence, but they do not lend 
any support to the idea that diseconomies of scale are important. The 
samples are small and profits are influenced by many factors beside 
size; it is therefore possible to imagine that large firms are subject 
to diseconomies of scale which are concealed by other factors, but 
there seems to be no basis for correcting the observed results for such 
other factors. Since there is very little other evidence in favor of the 
hypothesis that the largest firms tend to suffer from important dis- 
economies of scale we must, I think, work on the assumption that dis- 
economies of scale are not important. 

Combining the evidence of the three types of studies described above 
we may reach the following conclusions about the relation of size and 
efficiency in manufacturing: (1) In each industry some minimum size 


5 Federal Trade Commission, Report on Rates of Return (After Taxes) for 516 Identical 
Companies, 1940, 1947-52 (1954). pp. 12-14. 

®*The data cited are postwar data. The FTC data also cover 1940 and give results 
similar to those for the postwar years, They are not entirely consistent with prewar data 
from Statistics of Income which show that for total manufacturing from 1931 through 
1934 corporations in $50 million and over asset size class had higher returns on net worth 
than those in smaller size classes. (Their advantage was declining after 1932 however.) 
From 1935 on through 1946 corporations in the $100 million and over class had lower 
returns than those in much smaller size classes. After 1937 that was also true of cor- 
porations in the $50 to $100 million class. 

Not much significance can be attached to data for the war years, but the record of the 
years 1936—41 does call for explanation. The FTC data are for individual industries. The 
Statistics of Income data cover all manufacturing. The apparent discrepancy between 
the Statistics of Income data for all industries and the FTC data appears to be due to 
differences in profit levels between industries with different characteristic firm size. Obvi- 
ously no significance can be attached to comparisons of firms of different sizes when the 
firms are in different industries. 
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of firm is required in order to exploit the economies of scale. Firms 
below that size are less efficient than those above. The loss of efficiency 
tends to increase as size of firm is reduced. (2) The amount of assets 
required for an efficient firm of minimum size varies widely from in- 
dustry to industry. In some industries a few thousand dollars may 
suflice—in others $50 million or more may be required. (3) There is 
no indication that efficiency decreases when firms grow beyond the 
minmium size required for efficiency. (4) Those conclusions apply to 
statistical averages of the operating results of firms of various sizes, 
Some individual firms of less than optimum size may have lower costs 
than larger firms because of superior management or other factors 
affecting costs which are not related to size. 

In general we have to conclude that the efficiency of our econom 
would not be improved directly (though some indirect effects are dis- 
cussed below) by any general reduction in the average size of firms, 
Moreover, it appears that a substantial proportion of output is pro- 
duced by firms which are of less than optimum size to a significant 
extent, Bain estimates that from 10 to 30 percent of the output in the 
20 industries he studied was produced by firms of less than optimum 
size. The percentages so produced are probably even higher in some 
other industries not included in his sample. They are almost certainly 
higher in trade and service. 

While a certain amount of manufacturing output is produced by 
firms of less than the minmium efficient size, it is also true that a sub- 
stantial proportion is produced by concerns of much larger than the 
minmium efficient size even after allowing for such social economies 
of multiplant operation as may exist. If it were possible and desirable 
on other grounds, little or no technical efficiency would be lost by the 
breakup of some of the largest firms into smaller units. But, since 
such a policy would not materially improve technical efficiency, it can 
only be recommended on some other ground. 

In some branches of retailing and the service trades there appear 
to be very large numbers of firms which are of less than the minimum 
size for efficient technical operation. There are a number of reasons 
for the continued existence of large numbers of firms of less than 
optimum size in these fields. 

First, product and service differentiation, particularly when due to 
location, may be a real economic justification for the operation of small 
but high-cost units. If consumers are willing to pay to have stores 
within a short distance of their homes, it cannot be said that those 
stores are inefficient even if unit costs in those small stores are higher 
than in larger but more distant units. The same argument applies to 
small units offering specialized service or late opening hours. If 
small high-cost retail units are able to make a profit without arti- 
ficial aid from resale price maintenance or price maintenance agree- 
ments it cannot be said that they are inefficient even though their costs 
are higher than those of high-volume retailers. The same is true for 
a wide range of service establishments, including those catering to 
producers’ rather than consumers’ needs. 

Second, relatively small capital is required to enter, and many 
people believe at least that little specialized knowledge and training is 
required to operate a retail grocery or restaurant. As a consequence 
these fields are chronically overcrowded. There is a high failure rate 
but the places of the losers are always taken by others. 
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Third, in some distributive industries price maintenance agreements 
and other manufacturers practices (including outlet financing) may 
make profitable operation possible even though the available business 
is divided among too many firms. 

Fourth, resale price maintenance legislation has (in the past at 
least) prevented large-scale retailers from taking full advantage of 
their lower costs. 

From a technical efficiency point of view there are no doubt too 
many small firms in the trade and service field. The rapid growth of 
supermarkets in the past two decades suggests the scale of economies 
that can be achieved by new retail technology requiring, however, a 
larger investment and a higher level of managerial talent than is avail- 
able to the typical neighborhood retail store. 


SMALL FIRMS AND COMPETITION 


Small firms play a vital role in the maintenance of active competi- 
tion, and that is perhaps their most important role in the economy. 

Nearly everyone agrees that competition is essential if a free-enter- 
prise economy is to function properly. As J. M. Clark put it, “The 
economic benefits (of competition) may be listed under four heads”: 


1. We expect competition to furnish incentives to increased productive efficiency 
that are more compelling than the interest a monopoly has in improving its 
processes. To get the benefit of this incentive, where progressive increase in effi- 
ciency depends on expensive research and experimentation, requires that business 
units of large size shall still feel this competitive incentive. 

2. We expect the rivalry of independent producers to give us an ample variety 
of types and qualities of products to choose from, including new varieties. This 
competition in quality implies that the offerings of different producers shall be 
distinctive; that is, they shall be in some respect unique. And I would contend 
that this uniqueness is a competitive fact, not a monopolistic one, so long as 
others are free to imitate or not, whichever seems to them more advantageous. 

38. We want the gains from all this to be diffused as rapidly as consistent with 
business enterprise having the incentives to the necessary pioneering. * * * 

yains may be diffused to customers in lower prices, or they may go in paying 
standard rewards to added capital that is used in making improvements, but 
historically the greater part of the diffusion has been to workers in higher real 
wages. And this is as good a way of diffusion as any other. * * * 

4. Competition frees the customers, and others who deal with business, from 
dependence on the goodwill or benevolence of business for the diffusion of the 
gains it makes, giving them instead the leverage that comes from a chance to 
choose between rival offers in a field that is open to all who see a chance to make 
some net gain. This does not deprive business of all discretion as to price and 
policy, but it keeps it within the limits that the rival offers set.’ * * * 


Traditionally it has been supposed that competition is effective only 
when a large number of firms are competing with one another in each 
market. If we center attention on the conditions of “perfect competi- 
tion” as described in the elerhentary economics textbook that is true. 
If on the other hand we are satisfied with a degree of competition 
which is sufficient to provide adequate incentives for research and 
investment directed at cost reduction and product improvement and 
which holds profits to “reasonable” levels, a very large number of 
firms may not be necessary. 

The success of large-scale enterprise in America in reducing costs 
and developing new products and the obvious intense rivalry among 





TJohn Maurice Clark, Why Seek Competition? And How? in C. Lowell Harriss (edition), 
Selected Readings in Economics (Prentice-Hall, 1958), pp. 117 ff 
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some groups of large firms has led some writers to take the view that 
effective competition can generally be achieved with no more than 3 
or 4 large firms in each market. 

That point of view, however, is as extreme as the view that competi- 
tion cannot be reasonably effective without a very large number of 
competing firms. In the following section it is argued that competi- 
tion is a more effective regulator of profit margins in industries with 
a low or moderate degree of concentration than in very highly con- 
centrated industries. Competition is also a more effective regulator 
of profit margins in industries in which entry barriers are not too 
high than in those which are very difficult to enter. ‘Those conclusions 
imply that small- and medium-sized firms do play an important role 
in making price competition effective. 

In a subsequent section it is shown that the presence of actual “fringe 
competitors” or potential new entrants increases the incentives of 
large firms to reduce costs and improve products. 


Concentration, entry, and profits 


We get some notion of the effects of concentration on profits from 
theoretical arguments and from comparisons of highly concentrated 
industries with less concentrated ones. 

In general we would expect to find that the firms in industries 
‘dominated by a very small number of firms will earn rates of return 
above those earned in industries with a lower degree of concentration. 
That tendency will be greatly strengthened if it is difficult for new 
firms to enter the industry (because of large capital requirements, or 
because large promotional expenditures are required to break down 
existing customer attachments, or because of artificial barriers based 
on patents or control of raw material). 

We expect such a result on the ground that each of a small group 
of firms will recognize that it cannot hope to take much lasting 
business from the others by price cutting because the others are likely 
to retaliate. But a monopolist or a small group of firms dominating 
and industry cannot in the long run charge prices above the level at 
which new firms will be attracted into the industry. 

Profit margins tend to be low therefore in industries with a low 
degree of concentration because of price competition among existing 
firms. Margins tend to be highest in concentrated industries which 
are difficult to enter.® 

Of course, these are only tendencies which are often obscured by 
other factors. Rapidly growing industries tend to have fairly high 
profits regardless of the competitive situation. The firms in those 
industries always have satisfactory utilization of capacity. On the 
other hand, declining industries or industries faced with competition 
from low-cost substitute products have low margins because of under 
utilization and/or low prices. <A variety of other factors may in- 
fluence profit margins but here we are interested in the general effects 
of differences in competitive structure. 


SIn some industries dominated by a small number of firms price competition may be re 
Placed by competition in product variation. Nonprice competition is more attractive to 
most firms than price competition because product modification cannot be matched by & 
rival so quickly as price reduction. Such competition does not in generai lower profit 
ee more than temporarily. It is more likely to prevent prices from falling as costs 
are reduced. 
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The general theoretical argument just stated is given empirical 
support by a study of profit rates, concentration, and entry by Bain. 
Bain found that “for a 40-industry sample there was a statistically 
significant difference in the period 1936-40 between the average profit 
rates for industries in which 8 sellers controlled more than 70 percent 
of industry sales and for industries in which 8 sellers controlled less 
than 70 percent.” In a later study Bain attempted to assess the 
importance of entry and concentration using postwar data. The re- 
sults confirmed the earlier conclusion as to the effect of concentration 
but also indicated that entry barriers have a good deal of importance. 
The results are summarized in tables 2 and 3. 

The theoretical argument and Bain’s empirical findings support 
the view stated above that profit margins approach the competitive 
norm as concentration decreases and entry into an industry becomes 
easier. Thus the allocation process is improved if firms do not exceed 
the minimum size required for efficient production. 
























TaBLE 2.—Distribution of industries by degrees of “seller concentration” and 
by industry-average profit-rate classes,’ 1936-40 and 1947-51 
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1 Industry-average profit rates are simple averages of the profit rates of dominant firms. 
2 High seller concentration—8 sellers control more than 70 percent of sales; moderate to low seller concen- 
tration—8 sellers control less than 70 percent of sales. 







Source: Bain, op. cit., p. 197. 











Concentration and investment incentives 

Competition is supposed to provide business concerns with espe- 
cially strong incentives to investment in new equipment in order to 
reduce costs, improve old products, or introduce new ones. Even 
without competition, managements are prepared to invest capital to 
reduce costs or improve products in order to widen profit margins or 
expand their sales. But a firm faced with competition has stronger 
investment incentives. If it reduces costs or improves product it 
cannot only expand the market for its products but it can take business 
from its rivals. Moreover, even if a concern’s management were con- 
tent with its profit position it would have an incentive to reduce costs 
and improve product to avoid losing its markets to its rivals (or being 
forced to accept low profit margins to maintain its sales). 

In principle even a very small number of rivals may provide one 
another with strong incentives for cost reduction, product improve- 
ment, and development of new products. In practice it is easy to 
observe many industries dominated by a small number of large firms 
who are engaged in intense rivalry in terms of cost cutting and product 
improvement. 
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TABLE 3.—Distribution of industries by degrees of “barriers to entry” and by 
industry-average profit-rate classes,’ 1936-40 and 1947-651 
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1 Industry-average rates are simple averages of the profit rates of dominant firms. 
Source: Bain, op. cit., p. 198. 


However, the tendency for oligopolies to generate competitive cost 
cutting may be frustrated in a number of ways. Formal or informal 
market-sharing agreements obviously weaken the drive for cost cut- 
ting. Cost reporting and standardization of cost accounting reduce 
the chances of concealing cost reductions and therefore the risk that 
a rival is stealing a march. Any firm which controls key patents or 
resources can protect itself against price cutting by rivals by withhold- 
ing licenses or resources. Its fear of aggressive action is reduced, and 
the possible gains from aggressive action are reduced for the others, 

Industries ‘dominated by. a small number of large firms may be as 
progressive as any other, but that is not necessarily the case. We 
noted above that the incentive for cost reduction in such industries 
depends in part on each firm’s fear that its rivals will gain a cost 
advantage and force it to choose between low (or even negative) 
profit margins and a loss of market share. In industries with very 
few firms the resources of each firm are generally large. Firms which 
wish to pursue a conservative inv estment policy are in a position to 
refuse to take the risks involved in investing for relatively low pay- 
offs. If their rivals should gain a cost advantage their resources are 
large enough to permit them to take losses or low margins for a time 
and still catch up. It is possible that all the firms in the industry 
would take the same conservative attitude with the result that the 
industry would make relatively slow progress in cost reduction. That 
possibility is reinforced by the fact that market sharing agreements 
are more easily maintained when only a few firms are involved. 

The possibility that all firms will be prepared to accept a conserve 
tive investment policy and an attitude of mutual nonaggression be- 
comes smaller as the number of firms grows larger. Even when a few 
large firms produce a high proportion of the ‘output in an industry 
the presence of a number of aggressive small firms prevents the large 
firms from resting on their laurels, Thus the small- and medium- 
sized firms may make a much more important indirect contribution to 
progress than their size or direct contribution to development of new 
techniques or products would indicate. 

The role played by Sylvania in speeding up the development of 
the fluorescent lamp and the role of several small companies in the 
introduction of small radios are only two of a number of examples 
of the contributions of small firms. In these cases the small firms 
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actually got ahead of their larger rivals. But even when they do not 
succeed in taking business from the large firms the small firms provide 
incentives to the large ones by trying to increase their market shares. 

It is important to note, however, that fringe competitors contribute 
to progress in that way only when they are strong competitors. They 
will not be effective unless their scale of operations is large enou h 
for reasonable efficiency and unless their financial resources are ade- 
quate to permit them to take some risks. 

Subject to that qualification then small firms play an important 
competitive role even in industries dominated by much bigger ones. 
In addition, of course, there are many industries in which most of the 
output is produced by small firms who provide competitive incentives 
for one another. 

RESEARCH AND INNOVATION 


Our economy’s capacity to produce goods and services at any one 
moment depends on the amount of resources and the technical know]- 
edge available and the efficiency with which those resources and tech- 
niques are utilized. But the rate of increase in our capacity to 
produce depends on the rate at which we accumulate resources and on 
the rate of development and application of new techniques of pro- 
duction. The rate at which new techniques are developed and applied 
depends on many factors but it can be influenced to an important 
degree by the size distribution of business firms. 

In this section we shall consider the influence of firm size on the 
ability of firms to undertake research activities and to apply the results 
in practice. 

It appears to be the case that large firms are in a distinctly better 
position to support systematic research activities than small firms. 
That is true for a number of reasons. 

The strongest of these reasons is the effect of size on the pooling 
of risks. There are many calls on the financial resources of firms 
to justify the allocation of additional funds to research, and the man- 
agement must suppose that the prospective returns from additional 
research will be greater than those available from other types of 
investment. As the proportion of resources devoted to research in- 
creases, the return required to justify additional research expenditure 
will increase. Even if there were no risks, small firms would not find 
it profitable to spend a much larger proportion of investable resources 
on research than large firms. If a large firm and a small firm both 
spend the same proportion of resources on research, the large firm 
can support more projects than the small firm. Since results of re- 
search are very uncertain, the small firm with a small absolute re- 
search budget takes a greater risk about the outcome of research than 
alarge firm with a large budget. When a sufficient number of projects 
can be undertaken some are bound to succeed and pay off enough to 
compensate for the failures. When only a few projects are under- 
way there is a chance that the firm will get nothing for its efforts. 

ry course, some firms with small budgets will be successful and 
obtain a very high return on their investment, since the success is not 
affected by failures in other projects. But most firms have an aver- 
sion to making “long shot” investments. As a result, small firms are 
likely to hold down their research budgets because investment. in 
research is too risky. 
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In addition, most small firms are in a riskier position than large 
firms on other grounds. In general they have lower profits and legs 
access to outside funds. Moreover, they are more dependent on de. 
mand in particular localities or for a small number of products than 
large firms operating over a wider range of locations and products, 
The general risk position of small firms makes them still less able 
to gamble on research. 

A second factor working against small firms is the existence of 
economies of scale in research itself. Laboratories require complex 
equipment which will not be fully utilized unless large numbers of 
research workers share its use. In addition, there is an interaction 
between research workers in different fields or on different projects 
which cannot be exploited in a small laboratory. This is not to 
suggest, of course, that much useful work cannot be done in small 
laboratories, but there are some reasons for thinking that large lab- 
oratories have an advantage over small ones. 

These disadvantages can be overcome to a considerable extent by 
contracting out research to universities or to firms specializing in 
research work. 

A third advantage for large firms arises from the diffuse nature 
of the benefits of research. The outcome of scientific research is, in 
the nature of the case, unpredictable. Investigations aimed at the 
improvement of a particular ere or process may produce results 
with applications to quite different areas. A large firm with a di- 
versified line of products can view that situation with equanimity. 
It has a good chance of finding an application for whatever turns up, 
A small one can use only a small part of the knowledge gained from 
research. 

This disadvantage is, of course, of much greater importance in basic 
research than in enginering work with a narrow focus. 

The advantages of large firms in research activities are reflected 
in the results of the 1953-54 study of industrial research and develop- 
ment activities.° The survey showed that the percentage of con- 
panies conducting research and development (RD) programs rose 
steadily with company size. Only 8 percent of manufacturing firms 
with less than 100 employees had them while 94 percent of those with 
over 5,000 employees had RD programs. Manufacturing companies 
with over 5,000 employees paid for 66 percent of RD work but en- 
ployed only 40 percent of the workers in manufacturing. In con- 
trast firms with less than 500 employees accounted for only 14 percent 
of the RD cost thought they employed 35 percent of all workers in 
manufacturing. Government financed research is even more highly 
concentrated among the large firms.) 

It is clear enough that large firms have a distinct advantage in 
carrying out industrial research and development. But that is not 
the whole story. Industry does relatively little basic research. Toa 
large extent industrial research exploits scientific principles devel- 
oped elsewhere. The existing stock of scientific knowledge at any 
one moment contains an enormous reservoir of potential industrial 
applications. Any single research organization works on a limited 
number of those possibilities—the chosen ones depending on the inter- 


_* National Science Foundation, Science and Engineering in American Industry (U. 8 
Government Printing Office, 1956). 
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ests and vision of the firm’s management and research directors. Cer- 
tain possibilities wil be ruled out by a particular firm as impractical, 
outside the range of the firm’s interests, as having insufficient poten- 
tial markets. In pursuing a given line of research and development, 
any one individual or any small group is likely to make very serious 
errors in judgment as to the practicality or market potential of a given 
research proposal. Large research organizations may be more effli- 
cient than small ones. But from another point of view, a good deal 
may be lost by having a heavy concentration of research ‘and develop- 
ment activity in the hands of a relatively small number of firms. (Of 
course, it is possible for a large firm to decentralize its research and 
development activities and allow a great deal of independence to re- 
search directors, and even to encourage internal competition, but that 
isnot always done. ) 

The research activities of small and medium-size firms may make 
an important contribution to our total resources by insuring that the 
development possibilities overlooked or neglected by larger organiza- 
tions are tried out and exploited. 

Finally it is important to note that much progress in industry takes 
place without formal research. Many useful developments in tech- 
nology are worked out by production personnel with relatively little 
formal research expenditure. Similarly new applications of existing 
knowledge may sometimes be made without much formal research. 
In some cases foreign patents may be applied in this country with 
relatively little further work. Finally minor modifications in 
products may make them cheaper and open out new market possibili- 
ties. 

In all these cases the very large firms have relatively little ad- 
vantage over small or medium-size firms provided that resources 
are adequate for the necessary investment. 

To sum up then, small firms can and do make significant contribu- 
tions to industrial research activities even though large firms account 
for a very high proportion of industrial research and development 
activities. 

Their contribution takes the form of (1) exploiting some possibili- 
ties neglected by larger research organizations and (2) of a large 
variety of technological developments in production methods and 
product design which are carried out without the use of a formal 
research organization. 

Finally, it should be noted that in recent years a number of rela- 
tively small firms have appeared where principal activity is research 
and testing for the account of others. 


SMALL BUSINESS AND PRICE STABILITY 


We have already seen that small business has a significant in- 
fluence on the relations among prices, costs, and. profits. Now we 
must turn our attention from the level of prices in relation to costs 
to the movement of prices and costs over time. The effects of small 
business on price movements are significant and complex. In some 
ways small business tends to intensify the inflationary tendencies in 
our economy, in others to weaken them. 

In analyzing the influence of small business on price stability, it 
will be useful to distinguish between the role played by small busi- 
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ness in industries in which relatively small firms predominate (e. g, 
textiles and apparel) and in industries in which most of the output 
is produced by a relatively small number of large firms. 

We can compare the movements of prices in industries with many 
small firms with price movements in highly concentrated industries 
in which small fringe competitors remain a factor. 

In addition it is necessary to draw a distinction between price 
movements induced by changes in aggregate demand (relative to 
industrial capacity and labor supply) and those induced by increases 
in wage costs resulting from trade union action and other forces 
affecting costs. Such a distinction is somewhat artificial. The ex- 
tent of the influence of trade unions on wages is influenced by the 
level of unemployment and capacity utilization in the economy. We 
cannot ordinarily say whether any particular price increase is due 
to “cost push” or “demand pull”; in most cases we have to suppose 
that actual price increases are due to the interaction of both factors, 
Nonetheless, the two factors are distinct from one another, and differ- 
ent sectors of the economy react differently to the movements of de- 
mand and the pressures on wages exerted by trade unions. 

Let us first compare the effect of changes in demand on price move- 
ments in industries with many small firms with the effect of demand 
changes on prices in highly concentrated industries. It seems fairly 
safe to say that prices of goods produced in industries in which man 
small firms compete in the same market, e. g., textiles and apparel, 
are more volatile than the prices of goods in more highly concentrated 
industries. 

At any one moment the producers in a competitive industry are pro- 
ducing as much as is profitable, in view of their costs at the existing 
price. If demand remains unchanged, any producer can sell more by 
increasing output and shading his price a relatively small amount. 
When an increase in demand occurs, price will be marked up because 
no additional output is available at the existing price. Price will have 
to rise until demand and supply are once again in balance (either 
through contraction of sales as a result of the price increase or because 
the higher price induces firms to increase output by working overtime 
or using obsolete plant). 

When demand declines, prices will move downward, but initially, 
most firms will find that they are selling less than they are willing to 
supply. Further shading of prices has to continue until supply and 
demand are once more balanced by increases in sales or reduction in 
output. 

When there are many small firms there is no reason for any one 
to refrain from price cutting as long as there is excess supply, since 
competitors may do so anyway; if they are not, the firm cutting the 
price would take a little business from each of a number of firms 
without influencing the action of any of them. 

In such industries prices will move upward and downward with 
short-run changes in demand. The range of movement will be sufli- 
cient to keep supply and demand in balance. Over longer periods 
of course, supply can be increased or decreased by the construction 
of additional plant or the abandonment of old plants. The adjust- 
ment of capacity places a limit on the extent to which price can deviate 








e. 
tput 


lany 
tries 


orice 
e to 
ages 
orces 
2 OX- 
r the 

We 
due 
pose 
‘tors, 
i ffer- 


f de- 


10Ve- 
nand 
airly 
nany 
arel, 
rated 


pro- 
sting 
re by 
ount. 
cause 
have 
ither 
cause 
‘time 


ially, 
ng to 
and 
on in 


7 one 
since 
4 the 
firms 


with 
suffi- 
riods 
ction 
ljust- 
Viate 


FINANCING SMALL BUSINESS 187 


from average cost in efficiently operated new plants, except for short 
periods.” 

Prices of the products of highly concentrated industries are much 
less responsive to short-run movements in demand than prices in highly 
competitive industries. When demand declines managements tend to 
avoid open price cutting because each firm expects that others would 
retaliate if it cut prices. On the other side, when demand increases, 
large firms often refrain from raising prices even though they could 
sell more than they can produce at the. existing price 

It is easy to see why large firms tend not to ‘cut prices when sales are 
low. Unless sales are very responsive to price, it will be unprofitable 
for any firm to seek more volume by cutting prices when its rivals are 
fairly sure to retaliate. In order to insure price stability when sales 
are declining it is necessary to refrain from raising them when sales 
are rising. Tn addition, large firms are usually sensitive about their 
share of the market and are therefore unwilling to risk the loss of 
customer goodwill by frequent price changes. At least some large 
firms are sensitive to customer relations and political considerations. 
Finally, if prices are raised during periods of high demand, unions 
may attempt to capture some of the increased profits i in the form of a 
wage increase which cannot be reversed if prices should fall. 

When there are only a few large firms in an industry, the relation 
between prices and direct operating costs tends to be very unresponsive 
to changes in the relation between demand and capacity. However, 
when an industry is fairly heavily concentrated, but contains a cer- 
tain number of small firms which together account for an appreciable 

portion of output, the picture may be somewhat different. When 
destined declines, the smaller firms may lead the way in cutting prices 
(either openly or more commonly through various types of un- 
announced discounts and other concessions to buyers). They tend to 
do so partly because each small firm can gain a substantial percentage 
increase in volume by taking a small percentage of sales from. the 
larger ones if they can cut prices for a time without retaliation. The 
small firms may lead prices down, eventually forcing the large ones to 
follow them. To the extent that prices decline when demand declines 
in the industry, they will also tend to rise when demand increases. 

In general, then, it can be said that as the proportion of an industry’s 
output produc ed by small firms increases, the tendency for prices to 
vary with demand will also increase. That proposition is, of course, 
oly a broad and loose generalization. Price movements are in- 
fluenced by many other aspects of industrial structure besides the size 
distribution of the firms in the industry. 

If demand moves upward and downward (relative to capacity) 
prices (in relation to direct costs) will tend to move upward and down- 
ward as well. The variation in both directions will tend to be larger 
in industries in which a large share of output is produced by small 


firms than in those in which most of the output is produced by a few 
large ones. 





“It should be noted that in localized industries like trade and service and some branches 


of manufacturing only a few firms may compete in any one market even though most of 
the firms are small. 
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If demand fluctuates, the prices in industries with a low degree of 
concentration will fluctuate more widely than those in highly concen. 
trated industries, but over the cycle difference in the amplitude of 
price fluctuations need not affect the average level. It cannot there- 
fore be said that the small-business sector intensifies the secular up- 
ward trend of prices in any direct way. 

However, the fluctuations in prices may have an indirect influence 
on the long-term trend of prices. Price increases during boom periods 
raise the cost of living. Increases in living costs intensify demands 
for higher wages. An increase in wages granted during a boom is 
not likely to be reversed even when demand | declines. Wage increases 
tend to be built into the cost level and prevent prices from falling as 
far during slack periods the they rise during booms and price fluctua- 
tions may ‘not cancel out over the cycle. The temporary price increase 
in each boom has a permanent effect on wages and costs which con- 
tributes to the upward drift of prices. 

The competitive structure of an industry also influences the indus- 
try’s response to trade-union wage pressures. There is some reason to 
believe that managements in highly concentrated industries can grant 
wage increases with less fear of loss than those in less concentrated 
industries. Profit margins in highly concentrated industries seem to 
be limited by the possibility that customers will supply themselves, that 
firms in related industries will enter the field or that small firms will 
expand by giving price concessions if profit margins are too wide. In 
some cases, margins may be limited by political considerations or bya 
general belief that “unreasonably” high margins will sooner or later 
attract competition in an unspecified way. In those circumstances, 
an increase in wage costs can be reflected in prices since it affects 
potential competitors in the same way as existing firms. Moreover, 
trade unions in these industries try to obtain similar concessions from 
all firms whether there is industrywide bargaining or not. Finally, 
there seems to be a general belief that sales are not very sensitive to 
industrywide price ‘changes. Under these conditions managements 
may feel that they can grant wage increases and raise prices without 
losing business. 

In less concentrated industries the situation is different. If wage 
increases are granted they cannot be reflected in prices by the decisions 
of a few managements. Wage increases will lead to price increases 
only because the increase in costs induces some firms to contract output 
sO that demand exceeds supply at the old price. The amount of price 
increase which results depends on the sensitivity of output to prices 
and the sensitivity of sales to prices in the industry asa whole. Indi- 
vidual managements cannot judge those factors very well. As a con- 
sequence it is more risky for managements in highly competitive indus- 
tries to grant wage increases than for those in highly concentrated 
ones. That risk is increased by the fact that there may be more unor- 
ganized firms in an industry containing many small firms than in an 
industry with a few large ones. : . 

Those considerations suggest that the “cost push” element making 
for inflation may be somewhat less powerful in highly competitive 
industries than in highly concentrated ones. However, there appear 
to be a number of industries i in which trade-union pressures on wages 
are very effective in spite of the large number of small firms in the 
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industry. Construction is the most impressive example. Thus, small 
frms may provide some resistance to “cost push inflation” but they do 
not always do so. Moreover, comparisons between wage and price 
movements in competitive and highly concentrated industries have to 
be made with care because other factors beside the degree of concen- 
tration are important.” 

To sum up then, prices fluctuate most in some manufacturing fields 
in which small business predominates and these price fluctuations may 
contribute indirectly to the long-term upward drift of prices. On the 
other hand, these same highly competitive sectors may resist the cost- 
push component of inflation somewhat more strongly than industries 
dominated by a few large firms. 

Neither of these considerations relates to a dominant force causing 
inflation, and it is important to take account of numerous other factors 
when judging comparisons of wage and price movements in industries 
with different competitive structures. 


SUMMARY AND CONCLUSIONS 


Small business influences the functioning of our economy through 
its effects on (1) technical efficiency, (2) price competition and invest- 
ment incentives, (3) research and development, (4) the stability of 
production and prices. Our task now is to summarize our results on 
each of those aspects of the problem and then develop some con- 
clusions on the role of small- and medium-size firms in the American 
economy. 

In the discussion of firm size and technical efficiency we argued that 
(1) there is a minimum efficient size of firm for each type of product, 
and (2) the minimum efficient size (in terms of amount of assets, 
number of employees, or share of relevant market) varies widely from 
industry to industry, (3) once the minimum efficient size is reached 
further increases in scale of firm are not likely either to add nor de- 
tract materially from efficiency, (4) an appreciable proportion of 
manufacturing output is now produced by firms of less than minimum 
elicient size (the proportion so produced is probably larger in trade 
and service), (5) on the other hand, much of our manufacturing out- 
put is produced by firms which are far larger (in terms of their share 
of particular product markets or the range of products they produce) 
than is required for technical efficiency. 

In the field of competition and resource allocation we concluded 
(1) that on traditional resource allocation grounds it is desirable that 
profit margins should be just high enough to attract capital and pro- 
vide adequate incentives for investment and research, (2) that (sub- 
ject to the qualifications below) an increase in the number of firms 
producing a product tends to reduce profit margins and make them 
approach the competitive norm, (3) that end is also served by reduc- 
ing barriers to entry into any product market, (4) from a competitive 


“Some writers (such as J. K. Galbraith) have tried to draw conclusions about the nature 
of the inflationary process by comparing wage and price movements in industries like 
textiles and apparel with those in steel. 

A comparison of the behavior of wages and prices in textiles or apparel on the one hand 
and in steel on the other refiects more than differences in concentration. It also reflects 
(1) the relatively weak organization of textile workers in the South and the importance 
of immigration as a source of labor in apparel, (2) the relatively low rate of growth of 
emand for textiles and apparel, (3) the influence of regional changes in the location of 
‘extile manufacturing on capacity utilization, and (4) the influence of rising capital costs 
% prices in so-capital-intensive an industry as steel. 
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point of view it is desirable to have few firms larger (in terms of 
share of product market) than the minimum efficient size and none 
of less than that size. 

Competition also plays an important role in connection with incen- 
tives for investment and innovation. We have argued that there are 
strong incentives for cost-reducing investment and innovation even 
in very highly concentrated industries. But the continued operation 
of those incentives would not be guaranteed if the whole manufactur. 
ing sector consisted of a few hundred very large firms. If the man. 
agement of every large firm could feel that it resources permitted it 
to be a follower rather than a leader the incentive to innovate would 
be greatly reduced. 

It is not necessary to have very large numbers of firms competing 
in order to provide adequate incentives for investment and innovation, 
But the adequacy of investment incentives is not guaranteed in in- 
dustries dominated by a very small number of firms. 

We have argued that large firms have a distinct advantage in con- 
ducting industrial research but that small firms can make significant 
contributions to technical development. In this connection new firms 
play a particularly important role. 

Finally, we saw that smal] business tends to have a destabilizing 
effect on income once a depression has begun. Its effects on inflation- 
ary processes are mixed. 

When we attempt to take all those considerations into account at 
once it is apparent that an optimal industrial structure is not one in 
which all firms even in a single industry are cast in the same mold. 
Too many diverse considerations have to be reconciled for that. There 
is a place in an efficient, progressive economy for the very large in- 
dustrial firm capable of supporting large-scale research activities and 
able to venture millions of dollars on the success of a new product or 
process. But we would be unwise to entrust our fortunes wholly to3 
or 4 such large firms in each industrial sector. For all their large 
resources, and even when they have adequate incentives, large firms 
may and actually have neglected to develop important processes and 
products which smaller firms have exploited. 

Moreover, while there is no doubt that large firms have adequate re 
sources for research and for the investment required to put the results 
into practice, their incentive to take the necessary risks is not % 
securely based. It istrue that rivalry among a few large firms provide 
more incentive for a progressive investment policy than is sometimes 
thought to be the case. But the rivalry among very large firms might 
very well atrophy (or be reduced in intensity by various types of 
market sharing) without the constant threat of aggressive behavior on 
the part of small- and medium-size rivals hungry for a larger market 
share. 

Finally, as we have seen, a high degree of industrial concentration 
is likely to lead to profit margins which are unnecessarily high. Such 
high margins can result in an inefficient allocation of resources partict- 
larly when some sectors are more competitive and have lower margils 
than others. The presence of small firms helps to hold profit margins 
to reasonable levels. 

These considerations imply that we ought not to view with equanim- 
ity any tendency for the share of industrial activity controlled by th 
very largest firms to increase. (It would take us far afield to entet 


















































FINANCING SMALL BUSINESS 191 


s of | the controversy over the trend of industrial concentration.) Indeed 
none | there are a number of sectors of manufacturing in which the share of 
the largest firms is clearly too large. 1 a 
cen- But the other end of the size distribution in manufacturing is not 
» are | entirely satisfactory either. As we have seen, most manufacturing in- 
even | dustries contain a fringe of firms which are too smal] for efficiency. 
ition | They are obviously not an asset from any point of view. They cannot 
ctur- | be very progressive because their profits are low. They cannot com- 
nan- | peteand lead prices down because they exist only by virtue of the high 
ed it | margins earned by more efficient firms. | ' 
ould Even firms large enough for technical efficiency may not be fully 
elective competitors. If a firm is to make a real contribution to prog- 
ting | ress and effective competition it must be large enough to finance some 
tion, | research and development activities, to take advantage of economies 
n in- | ofscale in production and to raise capital fairly easily. The size of firm 
required from that standpoint varies with the industry. But there are 
con- | some industries in which a very small firm would be technically efficient 
icant | but in which promotional and financial considerations may dictate a 
firms | larger size of firm. In those cases 1 firm with 5 percent of the industry 
sales may do more for progress and effective competition than 5 firms 
izing | with 1 percent shares. 
tion. | Inthe trade and service fields entry on a small scale tends to be exces- 
sively easy. This is likely to lead to too many small firms. In some 
nt at | branches of trade and service at any rate there ought to be fewer very 
ne in | small firms and more firms of a somewhat larger size. The latter would 
mold, | still, of course, be very small by industrial manufacturing standards. 
There | When it is not necessary for a new firm to be a small firm it is cer- 
re in- | tainly true that most new firms are small firms. New firms perform a 
sand | number of important functions in the economy. 
ict or | A good many new firms are launched because the owners have de- 
y to3 | veloped a new product or service (or an improvement in an old one) 
large | or because they have a new approach to marketing. The possibility 
firms | of forming new firms gives a large number of individuals an oppor- 
s and } tunity to back their own ideas with their own resources. The economy 
thereby gets the benefit of many new developments which might not 
te re- | pass the scrutiny of a chain of division managers, plant managers, 
esults | comptrollers, and budget committees in a large corporation. At the 
10t $0 | same time new firms provide an outlet for individuals with ideas and 
vides | the courage of their convictions whose talents might not be fully em- 
times | ployed in a large organization. 
might} In addition the formation of new firms is a means by which capital 
e8 of | and particularly equity capital is channeled into rapidly expanding 
lor m | sectors of the economy Since some individuals are more ready to take 
narket | anequity in enterprise which they control, new firms constitute an im- 
portant supplement to the equity capital available through sale of 


ration} securities or earnings retentions by existing firms. 
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8. “ADEQUACY” OF FINANCING FACILITIES FOR SMALL 
BUSINESS: SOME CONCEPTUAL PROBLEMS * 


In appraising the adequacy of financing facilities for small busi. 
ness, there is first of all the problem of what we mean by “adequacy,” 
This paper attempts to provide a reasonable criterion of adequacy, 
Although the definition offered must necessarily be too broad and 
general to serve directly as a guide to statistical studies, it may be help- 
ful in appraising the results of these studies and in placing them in 
broader perspective. 

In very general terms, the following definition of adequacy might 
be acceptable: Financing facilities for small business are adequate 
when there is equality of treatment as between small business and lar, 
business. Such a definition in terms of equality of treatment should 
hardly be taken to imply, of course, that a small firm has any special 
claim upon financial resources simply by virtue of its size, or that 
such a claim can be based on grounds of “need” without reference 
to the firm’s ability to contribute to the national product. 

Equality of treatment must be interpreted not only in terms of equity 
or fairness, but also in terms of the firm’s efficiency and prospective 
economic growth. Obviously, firms that are not soundly managed, 
whether large or small, are likely to waste or misdirect financial 
resources. 

When we move on, however, from this generalized definition of ade- 
quacy to the task of devising a yardstick for measuring the actual 
availability of credit and capital to small business, we run into 4 
veritable jungle of conceptual and technical difficulties. To minimiz 
these difficulties we shall rely on commonsense and avoid theoretical 
refinements. 

First of all, it seems useful to break down the problem of adequacy 
of financing into the two broad categories of debt and equity capital. 
In each category we consider what may be involved or implied by 
the general principle that adequacy requires equality of treatment 
between small and large firms. 


ADEQUACY OF DEBT CAPITAL 


In the case of debt capital, there is a problem of interest rates and 
a problem of credit availability. 


Interest rates 


Does equality of treatment imply equality of interest rates? The 
position taken in this paper is that equality of treatment (that 3, 


1 By Jack Guttentag, Federal Reserve Bank of New York. 

Jack Guttentag is a staff economist at the Federal Reserve Bank of New York and bat 
taught economics at Elmira College in New York State. His articles on the capital market 
have ee in the Journal of Finance and the Quarterly Journal of Economics. He 
received a bachelor of science degree from Purdue University in 1948, a master of scient 
degree from Columbia University in 1949, and is a candidate for the doctor of philosophy 
degree at Columbia. 
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adequacy) is compatible with inequality of rates so long as the rate 
differentials reflect only (1) differences in lending costs and (2) 
differences in risk. 

(1) The cost (per dollar amount loaned) of lending to a small 
business generally is greater than the cost of lending to a large one, 
and this is one of the inherent disadvantages of operating a small 
business. Every financing transaction involves certain more or less 
fixed costs which are not related to the size of the loan and which are 
therefore more onerous for loans to small than to large firms. Since 
lenders must cover their costs if financial resources are to be distributed 
dliciently, commensurate rate differentials are consistent with ade- 
quacy. ‘ ; 

(2) The rates charged small business may differ from those charged 
large business and still be consistent with adequacy if the rate differ- 
entials reflect differences in risk as between lending to small and to 
large business. It is reasonable to assume that loans to small firms 
generally are riskier than loans to large firms.’ To some extent the 
principle that rate differentials that reflect risk differentials are con- 
sistent with adequacy is also based on efficiency considerations. 

Greater risk generally implies a greater possibility that resources 
will be wasted. In addition to the consideration that resources should 
beallocated efficiently, fairness to the lender requires that he be allowed 
to include an appropriate risk premium in the rate charged. 


Availability 


Adequacy implies equality of treatment as between small and large 
firms with respect to the availability of credit as well as with respect 
to rates. Equality of treatment does not imply that small firms 
should be able to borrow as much as large firms. Rather, the amount 
of credit that small firms are able to borrow relative to the amount to 
which large firms have access should be consistent with their relative 
sizes, as indicated by their respective net worths or other measures 
of size. 

Perhaps the most obvious case where debt-financing facilities could 
be inadequate, in the light of the above criteria, is where lenders do 
not know enough about the affairs of borrowers to judge the appro- 
priate risk premium. In such cases there would be no tendency for 
rates to reflect appropriate risk differentials, irrespective of whether 
or not lenders compete in terms of rates. Lenders would tend to err 
on the high side in setting rates and on the low side in establishing 
availability. This type of situation would appear to apply in par- 
ticular to the case of new firms, which usually are small. It might be 
presumed that such concerns would obtain less credit or would pay 
ahigher rate than would be implied by the adequacy yardstick. On 
the other hand, most small businesses are not new. Moreover, un- 
doubtedly sufficient knowledge exists to estimate the riskiness of lend- 


*The argument that adequacy implies equality of rates in the face of cost differentials is 
dificult to defend. If a small firm should be able to borrow at the same interest rate as a 
large firm, it should be able to purchase materials at the same price, irrespective of the 
fact that materials may be sold more economically in large quantities; less-than-carload 
freight rates should be no higher than carload rates, and so on. Adoption of such a 
principle would inevitably involve a reduction in real output. Furthermore, it seems to be 
4 well-established principle, embodied in the Robinson-Patman Act, for example, that price 
differentials which reflect cost differentials are not contrary to the public interest. 

‘Certainly this would be the case if we define the universe broadly enough to include all 
potential as well as actual borrowers. 
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ing to many new firms—for example, where the firm is run by 
experienced persons and is in an established industry. 

t would appear to be necessary that lenders have knowledge of, or 
the ability to estimate, risk if debt financing facilities for small busi. 
ness are to be adequate. On the other hand, this is not a sufficient cop. 
dition to assure adequacy. 

A case where debt financing facilities might be inadequate despite 
the fact that lenders can estimate risk arises where costs and risk are 
relatively high, and yet lenders are constrained from charging ap 
nonepasieels high rate. There may be legal barriers or lenders sim. 
ply “may not do that type of business.” Such a case, which probably 
is among those visualized by critics who suggest that there is an “ip. 
stitutional gap,” probably arises more with small than with lar 
firms. As suggested above, lending costs and risk tend to be larger on 
loans to small than to larger borrowers. 

Such cases tend to create potentially profitable situations, and it is 
legitimate to inquire why new institutions do not arise to close a gap 
of this kind. This has happened in some cases, as other studies in 
part I show, although a long-time lag may be involved. In other cases 
there may be legal or other institutional barriers to the type of opera- 
tion needed to close the gap, or the potential market may be limited, 

The possibility should be noted that the magnitude of any “insti- 
tutional gap” may vary in importance over time in the sense that 
some “marginal” firms may be granted credit accommodations at some 
times and not at other times. For example, when credit conditions 
are easy, interest rates low, and loan demands generally slack, lenders 
might find it profitable to make loans to firms where lending costs 
and risks are relatively high, even though such loans might not be 
as profitable as loans to other firms. If this were the case, the transi- 
tion to tight money would involve a more severe impact on such mat- 
ginal firms, reflecting the fact that the rates charged these firms to 
begin with were low relative to costs and risks although possibly high 
in an absolute sense. 

Another case where debt financing facilities for small business 
might not be adequate arises when the knowledge needed to estimate 
risk is limited to a few lenders who are familiar with the borrower's 
affairs or who are expert in a specialized type of lending operation. 
It is reasonable to suppose that such limitations are more likely to be 
important in the case of small concerns. Where this situation arises 
it is likely that the firm affected will pay a rate which is high relative 
to the associated cost and risk factors, but it may not be penalized 
from the availability point of view. 

It may be helpful to summarize what has been said with respect to 
the adequacy of debt-financing facilities. The position taken is that 
rate differentials as between loans to large and small firms are con- 
sistent with adequacy so long as these differentials do not exceed ac- 
tual differences in cost and risk. Adequacy from the availability point 
of view is defined as an amount of debt financing relative to invested 
capital (or possibly, to some other size criterion) of the small firm 
equal to that obtainable by large concerns, assuming that risk and 
cost differentials are properly reflected in the rate. A number of 
sible situations where facilities might be inadequate under this def- 
nition were suggested. These include situations where lenders do 
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not have the knowledge needed properly to formulate risk probabil- 
ities, where there are limitations on the rates that lenders can charge in 
the face of relatively high risks and costs, and where knowledge of 
risk is limited to a small number of lenders. 


ADEQUACY OF EQUITY CAPITAL 


In moving from the problem of debt financing to the problem of 
quity financing, it seems desirable to carry over the general principle 
that adequacy implies equality of treatment as between small and 
large concerns, and that a problem of price as well as a problem of 
availability is involved. However, it is even more difficult to aay 
what these mean in concrete cases than it was with debt capital. Wit 
respect to price, for example, adequacy requires that a firm receive the 
fill value (as a going concern) of the stock sold in the enterprise. 
This includes the existing value as well as the increases in value made 
possible by employment of the additional equity funds; alternatively, 
the small firm should receive as large a proportion of this amount 
asa comparable large firm. The difficulties involved in applying this 
requirement to specific cases need no elaboration. | Fj 

With respect to availability, it is obvious that allocation of equity 
capital cannot be determined simply by the relative sizes of firms 
without begging the question at issue. In setting up an availability 
yardstick, it is necessary to take into account the growth potential 
of the concern, and this 1s closely related to the question of the extent 
to which the firm can employ additional equity capital profitably. 
The adequacy yardstick requires that equity capital be invested in 
enterprises, irrespective of their size, which can earn the highest rate 
of return from the employment of additional capital. What makes 
this criterion difficult to apply is the several dimensions of the rate 
of return on investment. Not only is there a question of larger or 
smaller returns, but there is a problem of such returns being more or 
less remote in point of time and more or less probable of fulfillment. 
Furthermore, even after allowance is made for such factors, the return 
wcruing to a firm from additional investment may not be the only 
factor to be taken into account in deciding how much equity capital 
is consistent with adequacy in a given case. For example, investment 
bya firm may involve benefits to society without corresponding income 
to the firm; conversely, such investment may involve costs to society 
which are not borne by the firm. 

Although the concept of adequacy of equity financing set forth 
above is rather loose, it is not difficult to describe some possible situa- 
tions where the suggested requirements of adequacy might not be met. 
The most obvious situation again is where potential investors do not 
have the necessary knowledge to judge with sufficient confidence the 
future prospects of a firm. It was suggested above (in the discussion 
of the bebt ca vital problem) that although lenders are required only 
to ascertain heii or not a loan could be repaid by potential bor- 
towers, there nevertheless are situations where the required knowledge 
does not exist and these situations are more likely to involve small 
than large concerns. Since more knowledge is required to meet the 
standards of adequacy for equity than for debt financing, it is rea- 
sonable to assume that the knowledge actually possessed by, or avail- 
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able to, investors falls even further short of the mark. Moreover, it ig 
reasonable to suppose that the problem of inadequate knowledge again 
will apply more frequently to small than to large firms, especially 
when the small firms are new. We know, for example, that a consid- 
erable amount of knowledge bearing on "the prospects of large con- 
cerns is available to investors (often gratis or at nominal cost) from 
brokerage houses and published sources, whereas there may be little 
or no readily accessible information on small firms. 

Furthermore, equity-financing facilities for small business might be 
inadequate even when knowledge with respect to the prospects of a firm 
are known if, as must often be the case, such knowledge is limited to 
a few investors. Investors in equities generally are individuals rather 
than financial institutions, and their resources may not be large 
enough to permit the extensive diversification of investments needed to 
balance off the large risks frequently involved in investing in small 
firms against the related possibilities of earning high returns. For this 
reason, and also because of the absence of competitive pressures, 
investors may tend to ask for disproportionately high returns on 
investments in small, and in particular new, firms. 

Summarizing, the position is taken that. equity financing facilities 
are adequate w vhen the volume of equity capital available to small and 
to large firms is related not to their size but to the rate of return that 
may result from the employment of additional capital by these respee- 
tive firms, these returns being appropriately discounted and allowance 
being made for varying probabilities of fulfillment. The price re 
quirement is that investors pay the full value of their share of the 
enterprise, including the increment resulting from the capital invest- 
ment, or that they pay the same proportion of this share to a small 
concern as they pay toa large firm. 

Several situations where equity funds might be inadequate under 
this definition are possible. Probably the most important is where 
investors do not have sufficient knowledge to judge the prospects of the 
firm, in particular when the concern is new. A second possibility is 
where such knowledge does exist, but is limited to a relatively small 
number of investors who, because of the absence of competitive pres 
sures or because of unwillingness to balance high risks against the 
prospects of making large returns, may provide capital only at a rela: 
tively high cost. 
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i TRENDS IN THE RELATIVE IMPORTANCE OF SMALL 
BUSINESS * 


INTRODUCPION 


A recent study of small enterprise identified the problem of small 
usiness as an integral part of the problem of control of industry 
by a few large firms? In any meaningful study of small business 
trends such as identification is essential, although it encompasses 
ss than the entire problem. For any given industry the position of 
mall independent firms is obviously affected by the market shares of 
their larger rivals. Indeed, the current literature on industrial struc- 
ture typically refers to components of industry as the “Big Four,” 
the “Big Six,” and so on, on the one hand, and as the “competitive 
sector,” the “little fellows,” and the “cats and dogs” on the other. 
As the trend in the market share of the oligopolistic core moves in one 
direction, that of the small-business sector moves in the other. In 
given industries, therefore, it makes little sense to speak of small- 
business trends outside of their market setting—such trends are inter- 
dependent with those in big business. 

ut there are economic factors other than the position of big busi- 
ness which affect the small-business population. Such factors include 
disparate rates of growth among various sectors of the economy; e. g., 
agrowth in service and trade relative to manufacturing, and among 
iistries within various sectors of the economy, such as a growth 
inautomobile relative to clothing manufactures, and so on. 

Clearly, an analysis of trends designed to illuminate the issues of 
public policy toward small business—the primary design of this 
paper—must be conducted in the economic setting in which the trends 
weur. The business population in the United States declined from 
33 million to 2.8 millon between 1940 and 1944 and increased from 
28 million to nearly 4.3 million between 1944 and 1956. These changes 
xcurred largely in the small-business sector of the economy. There 
isno way, however, of judging whether these changes in numbers 
were too great or too small without reference to economic forces and 





1By Jesse W. Markham, Princeton University. 

Jesse W. Markham, professor of economics at Princeton University, was former Chief 
Economist of the Federal Trade Commission. He is a consultant to the Federal Trade 
Commission, the Brookings Institution, and formerly to the Tennessee Valley Authority. 
He came to Princeton in 1953 as a visiting associate professor after 5 years on the faculty 
of Vanderbilt University. He became a permanent member of the department of economics 
and sociology the following year. He was named Acting Director of the Federal Trade 
Commission’s Bureau of Economics in December 1953, serving on leave of absence from 
Princeton, and in September of 1954 becoming Director of the Bureau. Resigned February 
pos to devote full time to his duties at Princeton. Promoted to the rank of professor in 
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public policies which affect the number of business enterprises. And 
while economic analysis may be incapable of ascertaining whether the 
number of firms in a given industry, a given sector of the economy, or 
for the economy as a whole, is too large or too small, it is capable of 
identifying stimulants to and constraints on growth in the busines 
population. Presumably, public policy in a private competitive 
society is concerned with those measures which stimulate or remove 
artificial constraints on growth in the business population consistent 
with economical resource allocation. 

In summary, we would expect the small-business population to be 
affected by the following factors: 

(1) Changes in firm size and degree of vertical integration relative 
to industrial growth. 


(a) In general, we should expect to find that business popula- 
tion tends to change roughly with changes in real output. This 
means that growth in the economy could be accompanied b 
growth both in the size of firms and in their numbers, put pr- 
marily in their numbers. 

(6) This process of growth in numbers may result direct] 
from increased demand for products of a given industry, whi 
encourages new firms to enter, and indirectly from what may 
be called “vertical disintegration.” 

(c) However, there may be forces in certain industries making 
for reduction in numbers and increased concentration. These 
may be broadly characterized as “economies of scale” and “mo- 
mentum of size.” 


(2) The magnitude and nature of market imperfections. 

On balance, we would expect greater increases in the number of firms 
in growing sectors of the economy when markets functioned perfectly 
than when they did not. That is, access to price-cost information, to 
raw materials and capital at competitive prices and rates, and so on 
should encourage the entry of new firms. Imperfections and re 
straints in such markets might discourage entry. 

(3) Public policies, including antitrust tax, and Government pro- 
curement programs. 


FACTORS AFFECTING SMALL-BUSINESS TRENDS 


In terms of broad averages, the factors affecting the position of 
small business in the economy appear to be remarkably stable. That 
is, judging from long-run trends in economies of scale, the degree of 
vertical integration, and overall concentration, there is little reason 
for concluding that the relative importance of small business in the 
economy as a whole has been significantly affected. And judging 
from the administration of public policies affecting small business, 
especially antitrust policy, there are grounds for concluding that the 
ee climate has recently become more favorable to small-business 
growth. 


Economies of scale 

There is no doubt about the fact that American business units ar 
growing bigger. In 1901 the American economy saw the creation of 
its first $1 billion corporation—United States Steel—and financial 
analysts have calculated that one-third of the assets of that corporatio 
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was “water.”*° ‘The 1955 Fortune Directory of the 500 largest indus- 
trial corporations listed 19 firms having assets of $1 billion or more 
97 firms as large or larger than the $0.67 billion realistic asset value o 

United States Steel in 1901, and even this list omitted several billion- 
dollar companies whose stock was not publicly held. <A list of $0.5 
billion firms in 1901 and 1955 would show an even greater growth in 
big manufacturing corporations. There is no evidence that this trend 
toward larger and larger corporations is tapering off : new corporations 
enter the $1.0 billion or over asset class nearly every year; between 
1939 and 1948 the number of firms employing 500 or more employees 
increased from 4,900 to 6,400.* 

This growth in big business is often attributed to economies of 
large-scale production. By this it is meant that the most efficient firm 
is steadily growing larger, and hence that the growth in the national 
income has tended to produce larger firms rather than proportionately 
more firms. But while economies of scale undoubtedly explain why 
some firms have grown larger. the evidence suggests that such econo- 
mies have not sabateihially affected the relative position of small 
business generally. 

The technological manufacturing unit in the American economy is 
the plant, which typically is much smaller than the firm. The 1947 
census of manufactures classified 452 industries. One-fourth of the 
industries were made up of small plants, no one of which employed as 
many as 500 employees; one-half the industries had one or more big 
plants, but the small plants in these industries produced over one-half 
the output; and one-fourth of the industries had large plants of 500 
or more employees producing over one-half the output of the indus- 
tries.© Hence, at the plant level, over one-half of the 1947 output in 
manufacturing was produced by units employing less than 500 workers, 
or by units which when operated independently are generally referred 
toas small business. 

For manufacturing as a whole the average size of plant in terms of 
employment more than doubled between 1914 and 1937, but much of 
the increase was attributable to the relatively new and so-called growth 
industries. A study of 204 industries over this period showed that 
one-third of the increase in average size of manufacturing plants was 
attributable to four industries—motor vehicles, iron and steel. elec- 
trical machinery, and chemicals.* In most of the 204 industries the 
average size of plant increased slightly, while in 69 industries the 
average size of plant actually declined. The average number of em- 
ployees per manufacturing plant increased slightly between 1937 and 
1947, from 58.67 to 59.34 employees, and between 1947 and 1954 
declined to about 58 employees. 

We turn now to the firm, the organizational unit in the American 
economy. While, as shown earlier, the economy contained more very 
large firms in 1957 than in 1901, in considerable measure this has 
simply reflected growth in proportion to the economy. In 1939 busi- 
ness firms employing under 500 employees accounted for 99.85 per- 


cane o: Seager and Charles A. Gulick, Jr., Trust and Corporation Problems (Harpers, 
sty . A ‘Kaplan, Big Enterprise in a Competitive System (the Brookings Institution, 
: p. 69. 
5 Kaplan, op. cit., p. 76. 
*U. S. Congress. Temporary National Economic Committee, The Structure of Industry, 
Monograph 27 (1941). 
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cent of all firms, in 1948 for 99.84 percent, and in 1956 for over 99.8 
percent.’ In 1939 these firms accounted for 59.30 percent of all gain- 
fully employed persons, and in 1948 for 60.54 percent. Thus while 
there are more large firms they apparently account for no perceptibly 
greater proportion of total economic activity now than they did in 
earlier years. 

Unfortunately for our purposes the census of manufactures gives 
much more comprehensive data on establishments than on firms, espe- 
cially for the prewar years. Nevertheless, it should be pointed out 
that the typical manufacturing firm is still a single-establishment 
organization, that the relative frequency of single-establishment 
firms—contrary to general impressions—appears to be increasing, and 
that for these reasons much of what holds for the average size of 
plant also holds for the firm. In 1937, 84.5 percent of all manufac- 
turing firms operated a single establishment and 15.4 percent had cen- 
tral offices operating more than 1 establishment; in 1947 the com- 
parable figures were 87.1 and 12.9 percent, respectively. In 1987 
manufacturing firms operating a single establishment accounted for 
48.6 percent of total manufacturing employment, and in 1947 for 46.5 
percent, or only slightly less. 

While data on nonmanufacturing sectors of the economy are less 
comprehensive, Department of Commerce data on retail trade show 
that independent retailers account for nearly 90 percent of all retail 
sales, and that their share gradually increased between 1929 and 1950. 
In 1929 chains and mail-order houses accounted for 21.5 percent of 
retail sales, in 1933 for 27 percent, in 1939 for 22.8 percent, and in 
1950 for 20.7 percent. In retail trade, as in manufacturing, the smaller 
independent firm generally associated with small business appears at 
least to be holding its own, and is possibly gaining on the larger multi- 
establishment firm. 

The foregoing aggregate data suggest that the technological forces 
making for big business—and therefore rendering small-business units 
obsolete—have been accorded more emphasis than is justified. Two 
of the more recent assessments of the empirical evidence on scale econo- 
mies in specific manufacturing industries seem generally to support 
this conclusion. In his 1951 Harvard Business Review article, Rich- 
ards C. Osborn restated conclusions reached in many previous studies; 
namely, that no generalization on size and efficiency can be made with 
confidence. True, some earlier studies had shown that in certain 
industries—notably in the production of cement, iron ore, pig iron, 
steel ingots, crude petroleum, beet sugar, automobile tires, and rayon— 
the largest plants tended to produce at lower costs than small plants; 
and in some of these industries large firms appeared to produce at 
lower costs than small ones.® 


TNineteen hundred and thirty-nine data from Committee for Economic Development, 
Meeting the Special Problems of Small Business (CED, 1947) ; 1956 data from The Story 
of Business: Large and Small (EB. I. du Pont de Nemours & Co., 1956). The Du Pont 
study does not cite the source of its data nor give the year for which they are applicable 
but states only that “a census of United States firms today” shows that 98.8 percent of 
all United States firms fall in the 50 employee or less category, see p. 8 

8 Richards C. Osborn, Efficiency and Profitability in Relation to Size, Harvard Business 
Review, March 1951, pp. 82—94. 

*Ibid., Osborn cites John M. Blair, The Relation Between Size and Efficiency in Business, 
Review of Economic Statistics, August 1942, pp. 125-135; United States Commissioner of 
Corporations, Report on the Steel Industry, pt. III, Cost of Production (1913): Federal 
Trade Commission, Wartime Profits and Costs of the Steel Industry (1925); Office of 
Price Administration, Survey of Rubber Tire and Tube Manufacturers, OPA Data Series 
No. 10 (1947). See also J. W. Markham, Competition in the Rayon Industry (Harvard 
University Press, 1952), ch. 3. 
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But in steel, low firm costs were associated as much with degree of 
yerticle integration as with size in terms of particular product mar- 
kets; in crude oil, medium-size firms appeared to be more efficient than 
large firms; and medium-size firms appeared to be the most efficient 
size in bread and flour, mixed fertilizer, and bulk superphosphate 
production.” Caleb A. Smith, citing much the same body of literature 
as Osborn, reached much the same conclusion: very little is known 
about the general relationship between size and efficiency in the Ameri- 
can economy ; it apparently varies from industry to industry.” 

All this would seem to support a conclusion that economies of scale 
have not seriously impaired the viability of small business generally. 
The average plant in many manufacturing industries still employs less 
than 50 employees and the average has not changed perceptibly since 
1939; over 99 percent of all firms still employ less than 500 employees 
and 85 percent of those in manufacturing operate a single plant each; 
the relationships between size of firm and costs and profitability vary 
from industry to industry but numerous and varied studies since 
World War I point to no generalization about business size and costs, 
or business size, and long-run rates of return.’* In retail trade, inde- 
pendents are at least holding their own, and possibly are gaining on 
the chains and mail-order houses. In the economy as a whole the 
small-business population appears to have been remarkably stable, 
with firms of less than 50 employees accounting for 98 percent of the 
business population in 1939 and for a slightly higher percentage in 
1956. 

Data such as these, of course, have serious deficiencies for the purpose 
of assessing the impact that economies of scale may have had on long- 
run trends in small business. First, most studies have been confined 
to production costs. But as multiplant and multifunction business 
organizations, large firms engage in research, design and execute 
marketing strategies, negotiate financial arrangements, and often 
maintain large and extensive distribution facilities. The total costs 
of these activities generally are not reflected in production costs. 
While no comprehensive study has been made of such functions, some 
of them are patiently subject to large-scale economies: a one-page ad- 
vertisement in Time magazine costs the same whether the seller dis- 
tributes throughout the Nation or just in the East; the same is true 
of advertising by national radio and television networks. Large 
bank loans and bond flotations generally carry lower charges per dol- 
lar of capital than small ones. Virtually every study made of the 
distribution function shows declining costs with increasing size.” 
While it is difficult to distinguish between genuine economies of scale 
and the advantages of market power in the analysis of such firm func- 
tions, clearly certain firm economies may exist. The efficiency of small 
business relative to that of larger firms is less than production-cost 
data suggest. 


” Osborn, . cit., p. 85. 

"Caleb A. Smith, Survey of the Empirical Evidence on Economics of Scale, in National 
Bureau of Economic Research, Business Concentration and Price Policy (Princeton Uni- 
versity Press, 1955), pp. 213-230. 

“But large firms generally tend to have more stable profits than small firms and there- 
fore may make them better credit risks, see infra. 


f. M. A. Adelman, The Dominant Firm (Ph. D. dissertation, Harvard University, 


. 3 Tr 
1948), and R. G. Bressler, Jr., City Milk Distribution (Ph, D. dissertation, Harvard Uni- 
versity, 1946). 
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Second, a definition of business size in terms of employment is 
highly unsatisfactory for long-run trend analysis. As Joseph Steind} 
has shown, firms engaged in manufacturing typically grow through 
capital intensification rather than by increasing the number of em- 
ployees..* Thus the capital cost of entry in manufacturing probabiy 
has risen at a much faster rate than the number of employees per 
firm over the past half-century. Smal] business, when measured in 
terms of employees per firm, may therefore appear to be much more 
prevalent in manufacturing than it actually is. 

Finally, as stated at the outset in this paper, any meaningful analy- 
sis of trends in size segments of the business population must relate 
to the market environment in which firms operate. A small business 
competing with other small-business units confronts different prob- 
lems—and a different probability of survival—than one competing 
with large business units. This suggests that while the small-business 
population may have maintained its numerical position in the Amer- 
ican economy, developments in the large business sector may well have 
assigned it a different role, confronted it with different market prob- 
lems, and hence greatly affected small-business trends in specific mar- 
kets. Such trends are taken up later under the subject of trends in 
concentration. 


Concentration and vertical integration 


As stated earlier, the economic factors that affect the degrees of con- 
centration and vertical integration also affect small business. An in- 
crease in concentration not only may have the immediate effect of re- 
ducing the small-business population, but also may have the accelerat- 
ing effect of further alerting the role of small enterprises. That is, 
small firms which can compete with small firms may be unable to com- 
pete on the same terms with large ones, and may therefore shift to 
industries generally characterized by small firms or become “satel- 
lites” of larger firms. Also, changes in the degree of vertical inte- 
gration in the economy affect the role of small business. As indus- 
tries grow we would expect some vertical disintegration, thereby cre- 
ating new opportunities for small business in some sectors of the 
economy but decreasing the opportunities in those areas character- 
ized by significant economies of scale.** Hence, an analysis of trends 
in concentration and vertical integration should shed light on the 
trend in small business. 


Trends in concentration 


While studies of concentration leave much to be desired, they gen- 
erally agree that the overall level of concentration in the American 
economy has shown no perceptible trend since around 1900. M. A. 
Adelman has made the most comprehensive synthesis of the more 
scientific work in this field. In his often-cited 1951 article he found 
that concentration probably increased slightly between 1909 and 1924; 
that the share of total assets held by the 200 largest nonfinancial cor- 
porations increased from 47.9 to 54.8 percent between 1929 and 1933; 
that the 139 largest manufacturing corporations accounted for 49.6 


14 Joseph Steindl, Small and Big Business, Monograph 1, Oxford University Institute of 
Statistics (Oxford, England, Blackwells, 1946), especially pp. 23-25. 

% This hypothesis has been most clearly stated by George J. Sticler, The Division of 
Labor Is limited by the Extent of the Market, Journal of Political Economy, June 1951, 
pr. 185-193: but see also M. A. Adelman. Concept and Statistical Measurement of Vertical 
ntegration, Business Concentration and Price Policy, pp. 318-319. 
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percent of total corporate manufacturing assets in 1931, and for 45.1 

reent in 1947; and that industries having concentration ratios ex- 
ceeding 50 percent accounted for 32.9 percent of total value added in 
manufacturing in 1901, but for only 24 percent in 1947.*° George 
Stigler, in an analysis of 20 significant manufacturing industries hav- 
ing firms with assets of $300 million and more in 1937," found that 
between 1904 and 1937 concentration declined substantially in 14 of 
the 20, declined almost imperceptibly in 3, increased slightly im 1, 
and increased substantially in 2.% A Department of Commerce study 
showed that the weighted-average concentration index for 129 indus- 
tries was 44 percent in 1935 and 41.4 percent in 1947, the decline re- 
flecting principally the more rapid growth of low-concentration in- 
dustries."° And a 1957 Bureau of the Census study shows that the 
largest 200 manufacturing corporations accounted for 30 percent of 
total value added in manufacturing in 1947 and for 37 percent in 
1954.” 

In most of these studies the estimating errors are large and the 
calculations not entirely free of ambiguity, but collectively they: con- 
stitute persuasive evidence that the trend in the overall level of con- 
centration in manufacturing since 1900 has been horizontal, although 
the spliced series show some cycles of moderate amplitude. In manu- 
facturing as a whole, then, there is little basis for concluding that 
small business has been driven from the market through the rise of 
oligopoly. 

ut the approximately horizontal trend in concentration in manu- 
facturing has resulted from counterbalancing trends in particular in- 
dustries, some of which have shown sharp upward or downward move- 
ments (table 1). Of 375 industries studied by the Bureau of the 
Census for the period 1947-54, 180 registered increases in concen- 
tration, 173 registered decreases, and 22 registered no change; and 
the number of firms increased in 220 industries, decreased in 150 in- 
dustries, and remained unchanged in 5 industries. Increases in the 
number of firms tended generally to be associated with decreases in 
concentration, and decreases in the number of firms with increases in 
concentration. 





% The Measurement of Industrial Concentration, Review of Economics and Statistics, 
November 1951, pp. 269-296. 

1 George Stigler, Five Lectures on Economic Problems (Longmans, 1949), p. 62. 

% The most noticeable increase in concentration occurred in the automobile industry, of 
which more will be said later. 

#&.S. Department of Commerce. Concentration of Industry Report (1949). 

» Bureau of the Census, The Proportion of the Shipments (or Employees) of Each Indus- 
try, or the Shipments of Bach Group of Products Accounted for by the Largest Companies 
as Reported in the 1954 Census of Manufactures. Prepared at the request of the Subcom- 
mittee on Antitrust and Monopoly of the Senate Judiciary Committee (July 1957). 





204 FINANCING SMALL BUSINESS 


TABLE 1.—Classification of 375 manufacturing industries according to changes 
in concentration between 1947 and 1954 


Change in number of firms 
Change in concentration 


Increase Constant Decrease Total 


3 94 180 
1 14 2 
1 42 173 
5 


150 375 








Source: Bureau of the Census. The Proportion of the Shipments (or Employees) of Each Industry, or the 
Shipments of Each Group of Products Accounted For by the Largest Companies as Reported in the 1954 
Census of Manufactures. Prepared at the request of the Subcommittee on Antitrust and Monopoly of the 
Senate Judiciary Committee. (July 1957, pp. 5-25.) 


Probably the most pronounced increase in concentration, and cer- 
tainly the most highly publicized, has occurred in the automobile- 
manufacturing industry. It is estimated that in the 1920’s there were 
111 automobile manufacturers, and that by 1930 over 2,500 automobile 
makes had at some time entered the American market. The “Big 
Three”—Ford, General Motors, and Chrysler—went into their ascend- 
ancy in the 1930’s, the depression having driven many small producers 
out, and had all but a small fraction of the market by 1949, and an 
even larger share by 1957. The pentup postwar demand led to the 
entry of a single new producer—Kaiser-Frazer—and this firm did not 
survive. An industry comprising 111 firms in the 1920’s contained 
only 5 independent firms in 1957. The automobile industry, probably 
more than any other, reveals the cumulative adverse effect of risin 
concentration on smaller producers. In the 1930’s the very small an 
financially weak firms fell out of the competitive race. The 1950's 
saw such established firms as Nash, Hudson, Packard, and Studebaker 
taking refuge in defensive mergers. Automobile manufacturing, 
once characterized by small firms each producing 2,000 cars per year, 
is no longer a place for small business. The “Big Three’s” produc- 
tion and marketing economies of scale or the market power their size 
gives them—the two are difficult to separate—present insuperable 
obstacles to the potential entrant, small or large. 

Other areas of manufacturing showing substantial declines in the 
number of firms and increases In concentration (as measured by the 
share of the largest four firms in total industry shipments) in recent 
years include beer and ale, flour and meal, wines and brandy, men’s 
and boys’ suits and coats, children’s vehicles, tobacco pipes, and me- 
chanical stokers (table 2). 
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TABLE 2.—Industries which registered significant changes in number of firms 
and concentration, 1947 to 1951 

















Percentage of value of 
Number of firms shipments accounted 
for by the 4 largest 
firms 
1947 1954 1947 1954 
| | 
Firms increased, concentration decreased: } 
Veneer mills _. vane 136 | 252 | 20 9 
Metal household furniture _-_.. ; -| 305 | 635 26 16 
Paper bags.-_.-...-.-- ees 160 | 326 | 44 32 
Screw machine products —- L 1, 205 1,791 17 ll 
Electrical measuring instruments - - -. Som ; 150 299 | 61 44 
Radios and related parts. _-___- : 799 | 1, 612 26 24 
Electronic tubes. __-.-.......-- 32 | 112 73 4 
Aircraft engines -- oe ee 54 202 7% 62 
Boat building and repairing ._.._____. | 798 1, 146 | 31 21 
Fabricated metal products, n. e. c..___- ao 430 | 1,017 31 18 
Aircraft equipment, n. e. ¢._- 201 1, 054 37 20 
Firms decreased, concentration increased: | 
Flour and meal_--- . bot J 1, 084 692 29 40 
eee Gee Ore U2. dist. bitoni 404 | 263 21 27 
Wines and brandy- ---- es ; 379 | 244 | 26 38 
Men’s and boys’ suits and coats____ : 1, 761 1, 255 | y 11 
Leather dress gloves....___- 23 a wey, 246 142 20 29 
Children’s vehicles - - ae | 119 58 | 30 46 
nD Meee is..l bss cesta : i 74 42 52 63 
Manufactured ice- : ‘ cs 2, 206 1, 430 22 26 
Motorcycles and bicycles : ; Exe 75 44 42 50 
SS | Re ee See ee eee | 46 25 55 78 


Source; See table 1. 


Meanwhile, in other manufacturing industries, firms have increased 
in substantial numbers and concentration has declined. Industries 
falling in this category include veneer mills, metal household furni- 
ture, paper bags, screw machine products, electronic tubes, aircraft 
engines, radios and related parts, and various sorts of fabricated 
metal products and aircraft equipment “not elsewhere classified.” 

While reliable generalizations would require further analyses of 
census data, the reduction in number of firms and the increases in 
concentration, as defined above, appear to have occurred largely in 
the more established final product lines such as tobacco pipes, Ba 
and ale, automobiles, manufactured ice, and motorcycles and bicycles, 
and the great growth in firms and decline in concentration have oc- 
curred in parts sectors of the newer industries such as electronic 
tubes, aircraft engines, aircraft equipment—(not elsewhere classi- 
fied)—and screw machine products, or in such growing industries as 
metal household furniture and paper bags. 

Most manufacturing industries have been characterized by less ex- 
treme changes in firm population and concentration than those shown 
in table 2. Typically, hated in both the firm population and the 
concentration ratio from 1947 to 1954 have stayed within a 10 percent 
increase and a 10 percent decrease. 
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Trends in vertical integration 


The only comprehensive study of trends in vertical integration 
measures it in terms of the ratio of value added to total value of sales 
referred to as the index of vertical integration." On the whole, the 
degree of vertical integration shows no trend over the period 1929-1, 
The ratio of value added to sales for all corporations stood at 32.6 in 
1929 and at 31.4 in 1951. In the intervening years the ratio declined 
to a low of 23.5 in 1933, gradually rose to a high of 37.9 in 1943, and 
remained remarkably stable (between 30.4 and 31.5) from 1946 to 
1951. 

_ The stability of an aggregate index of vertical integration posses- 
sing significant weaknesses can at best only suggest the absence of a 
significant overall trend. Nevertheless, the virtual constancy of the 
index between 1946 and 1951 sheds some light on the concentration 
data discussed earlier. On the basis of a relatively small sample it 
appeared that between 1947 and 1954 significant increases in concen- 
tration and decreases in independent firms generally occurred in in- 
dustries making finished products long established in the market, 
whereas significant declines in concentration and increases in firms 
occurred in the parts and components sectors of relatively new in- 
dustries, or in certain new finished-product industries. These data 
would suggest that as the new industries grew they may have spawned 
new firms through disintegration. It would therefore appear that 
increases in vertical integration in the more mature industries have 
just about offset vertical disintegration in the newer industries. The 
empirical evidence on particular industries is exceedingly sparse, but 
Adelman did find that small steel companies tended to become more 
vertically integrated between 1929 and 1951, and that in automobiles 
and equipment the index for the under $5 million asset class tended 
to increase.” On the other hand, the indexes for firms of nearly all 
sizes in the rapidly growing chemicals and electrical machinery and 
equipment industries declined. This suggests that the trend has been 
toward increases in vertical integration among the more mature in- 
dustries, and possibly toward greater vertical disintegration in the 
newer industries, and that one has just about offset the other. 

But other factors may also explain the stability of the index of 
vertical integration. It is quite probable that vertical disintegration 
and decreased concentration have occurred principally in those in- 
dustries given small weights in the aggregate index. Industries are 
weighted by value added and total value of sales. This would sug- 
gest that the growth of small firms has centered largely in the rela- 
tively low-weighted industries. It is possible that nearly all manu- 
facturing industries underwent vertical disintegration, but that there 
was a shift away from the less integrated and toward the more inte- 
grated industries; the shift could therefore have just offset the de- 
clines in vertical integration in all industries.” 


71 National Bureau of Economic Research, Business Concentration and Price Policy, RP 
—322. Fora discussion of the shortcomings of the particular measure, see pp. 281-283. 
23 Tbid., pp. 308-309. 
23 Statistically, of course, the opposite could also have been true, i. e., a shift toward the 
less integrated industries and indexes for all industries showing increases. In point of 
‘et, 17 of the 20 industry groups Adelman analyzed showed decreases, 2 increases, and 
ao change. Ibid., pp. 304-307. 
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Public policy 

Traditionally it has been argued that public policy affects small 
business more than any other single factor. Indeed, the rationale 
underscoring the antitrust laws is that the prevention of monopoly, 
mergers, and price discriminations that tend to lessen competition, 
and of other anticompetitive practices leave the business arena open to 
small and independent enterprises. This point has been emphasized 
in virtually every public document on antitrust and small business 
since the enactment of the Sherman Act nearly 70 yearsago. The pol- 
icy statement on small business by the Committee for Economic De- 
velopment in 1947 emphasized the need for clarifying the laws of 
business competition and urged that— 
the growing problem of the acquisition of small- and medium-size businesses by 
larger concerns should * * * receive careful study * * *.™ 

The Government has recognized the necessity for doing both: the 
Attorney General’s National Committee To Study the Antitrust Laws, 
established in 1953, issued its well-known report in April 1955. Its 
purpose was to clarify the law. In 1950 the Congress amended sec- 
tion 7 of the Clayton Act to curb mergers and acquisitions, and has 
since conducted voluminous hearings on the adequacy of the 1950 
statute and on proposals for strengthening it. Meanwhile, the Fed- 
eral Trade Commission and the Department of Justice between them 
have initiated about 35 merger cases, private parties have initiated 
2 or 8, and an unknown number of mergers has been prevented 
through Government recommendations in premerger consultations 
and on the advice of private counsel. On recommendation of the At- 
torney General, the Congress in 1955 increased the maximum fine for 
violation of the Sherman Act from $5,000 to $50,000. Between 1951 
and 1954 the number of complaints, orders, and consent settlements 
initiated by the Federal Trade Commission increased with each pass- 
ing year.2> And since 1953 the Department of Justice appears to have 
stepped up its antitrust program, its most spectacular victory having 
been won on appeal in the 1957 Du Pont-General Motors decision. 

It is impossible, of course, to measure the intensity of antitrust ac- 
tivity in quantitative terms. But there appears to be general agree- 
ment that the trend is toward stronger antitrust law enforcement. In 
addition to the evidence cited above, the Government had some note- 
worthy cases over the past 18 years. The years following 1940 have 
seen the demise of conspiratorial basing point pricing, a much 
strengthened antimerger program, and Government victories in cases 
appinet Alcoa (1940), American Tobacco (1946), United Shoe Ma- 
chinery (1953), and Du Pont-General Motors (1957). It lost its case 
on appeal in Du Pont Cellophane by the narrow margin of 4to 3. As 
ie Mason has put it: 


{It is] my impression that the law of section 2 (of the Sherman Act) has devel- 
oped in at lest two directions: market power, or, if you prefer, economic monop- 


*% Committee for Economic Development, Meeting the Special Problems of Small Business 
(CED, 1947), pp. 48-50. 

% Statement of Edward F. Howrey, Chairman of the Federal Trade Commission, before 
the House Select Committee on Small Business, July 14, 1954, pp. 7-8. (Available only in 
mimeographed form from FTC.) 
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oly, is recognized in situations that would rather easily have passed muster jp 
1920; and the standards of what constitutes abuse of power have been rather 
stringently tightened. Market power “without more” is still no violation. Byt 
the “more” is now less and the concept of power is more embracing than it was 


in the 1920's.” 

In short, the trend has been toward more vigorous antitrust, but 
by how much more is difficult to ascertain, to measure, and to evaluate, 
To the extent that the climate favo ‘able to small business, ceteris 
paribus, varies directly with antitrust law enforcement, policy in this 
area apparently has stimulated the growth of small business. 


Summary 


Economic factors producing any significant overall trade in the 
small-business population would be expected to register in the 
measures of economies of scale, concentration, and vertic: al integra- 
tion. Studies of these measures in the manufacturing and retailing 
sectors reveal no perceptible trends. In some industries large firms 
are more efficient than small ones, but there is little evidence that 
increasing economies of scale have excluded growth of small con- 
cerns. The overall indexes of concentration and vertical integration 
have shown a remarkable degree of stability, suggesting that trends 
in some areas of the economy have been offset by changes in the 
opposite direction in others. But it should be stressed that aggrega- 
tive measures of industrial structure lead to no supportable ‘conch. 
sion that, in manufacturing at least, the relative position of small 
business has undergone any signficant long-run trend. The pare 
ticular effects of various public polici ies on small business trends a 
extremely difficult to assess, but on balance it would appear that 
public policies and environment are at. least as favorable—perhaps 
more favorable—to the growth of small business as they have ever 
been. 

TRENDS IN SMALL BUSINESS 


Net changes in business population 


In terms of broad averages the growth in number of small-business 
units appears to follow that of the ec onomy as a whole, a fact that is 
consistent. with the conclusions reached in the previous section. The 
total business and total human population move in remarkable con- 
sonance with each other (table 3, sec. A). In 1957 there were about 
25 business firms for every 1,000 persons; the comparable figure for 
1929 was 24.9. Even in the depths of the great depression, the ratio 
fell only to 23.2. A study covering the period 1900-1943, using a 
somewhat different but consistent definition of firm erage shows 
that the firms per 1,000 stood at 15.4 in 1900 and at 15.6 in 1942-48 
(table 3, sec. B). 

The high correlation between business firms and the human popu- 
lation appar ently holds also for small-business firms. Firms with less 
than 50 employees accounted for 98 percent of the business popula- 
tion in 1939, and for a slightly higher percentage in 1956. Firms 
with less than 500 employ ees—generally defined as the small-business 
sector—accounted for 99.85 percent of all firms in 1939, for 99.84 
percent in 1948, and for a little over 99.80 percent in 195627 Numer- 





2H. S. Mason, Economic Concentration and the Monopoly Problem (Harvard University 
Press, 1957), pp. 399-400. 
27 See note 6, supra. 
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ically, small-business entrepreneurs account for an overwhelming 
majority of all business firms, and their relative position has under- 
gone no perceptible trend since the turn of the century. 


TABLE 3.—Business firms and population, selected dates, 1900-1957 


Business Population ! Firms per 
firms (millions) 1,000 popula- 
(thousands) tion 





Sec. A. All firms? 


121.8 
125. 6 
130. 9 
133. 9 
3173.0 


APwny 
w Noro 

SSEZF 
BESS 
Cr ene 


Sec. B. Firms with credit rating 4 


76. 1 

92. 4 16.4 
106. 5 17.1 
123. 1 17.7 
132. 0 16.3 
133.8 16.1 
133.9 15.1 


Nea 
oe 


ht OD Cr 


Bi 


238 
cCouacrfrw 


PPPS 


1U. 8. Bureau of the Census, Statistical A bstract of the United States, 1943, p.3. Excludes United States 
troops abroad. 
2 All business firms as estimated by the U. S. Department of Commerce. 


3 Estimated. 
4 Business firms with credit ratings as estimated by Dun & Bradstreet. 





The numerical frequency of small businesses, of course, may not be 
an accurate indicator of their economic importance. The position of 
small business in the economy generally can best be measured in terms 
of its share of employment and national income. Here too, except for 
a recent cyclical downswing to be discussed later, the overall position 
of small business enterprises apparently has undergone no significant 
trend. By far, the best data on income by industrial origin are pub- 
lished by the Department of Commerce. These data are broken down 
by legal form of business organization rather than size of firm. How- 
ever, because 89.3 percent of all business firms are unincorporated, 
and because well over 90 percent of all small businesses are unincor- 
porated, the share of the national income received by the unincor- 

orated sector does not differ significantly from that for small business. 

ince 1929 this share has remained relatively stable and has shown no 
perceptible trend (table 4). Similarly, the share of the labor force 
accounted for by firms with less than 500 employees has remained stable 
at around 60 percent between 1939 and 1948. 
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TABLE 4.—-Shares of national income and employment, selected years 

















[Percent] 
Proportion of national 
income to— Proportion of 
| employment 
Year |} in firms with 
Unincorpo- Corporate | less than 50 
rated business profits employees 
(excluding (before tax) 
agriculture) 
SR anuwtsdagerannsankwschandalinscrecasdunteadserel bie 10.0 11.0 a onsen 
ees s55: - <= . 7.9 x Lae 
le let atnkss cali awn ad uciaiiaa adie ab ebecceiis 9.4 & Sic oan ill 
NE it ico eerie cats a Lene ete te ae 10.0 8.8 | 59. 30 
Midite hint & secede bndawd atu wm te ea tac 9.9 14.4 [........430 
Stats Rinchoeh take in natch ate meaeibaeaeeie ce be cent 10. 5 10.6 |-........i00 
a baghi a hak adeno kelinss aaboed cece oe 9.8 14.8 60. 4 
eh nbeocudieces- i 8.6 13. 9: }.........00e 
Source: Income data from U. 8. Department of Commerce, National Income, 1954 edition; employment 


data from A. D. H. Kaplan, Big Enterprise in a Competitive System (The Brookings Institution, 1954), 
p. 69. 


But while small business generally has tended to grow propor- 
tionately with the economy as a whole, its growth has varied widely 
among various industrial sectors of the economy. In part, the varia. 
tion in small business growth can be inferred from the sharp varia- 
tions among sectors in net increases in firms (table 5). Between 1929 
and 1957 the total business population increased by about 1.29 million 
firms, or by 42 percent. Retail trade firms grew approximately in pro- 
portion to total firms (by 43 percent) and ‘accounted for 44 percent of 
the increase in all firms. The number of firms in wholesale trade in- 
creased by 100 percent, and in contract construction by 104 percent. 
On the other hand, the number of firms in manufacturing increased by 
only 20 percent, service industries by 29 percent, and finance, insur- 
ance, and real estate (1929 to 1952) by only 6 percent. Thus relatively 
large increases in firms were registered in trade and contract construc- 
tion where firms are typically small, and relatively small increases 
were registered in manufacturing and finance, insurance, and real 
estate where, except for real estate, firms tend to be larger. In the 
service industries, where firms are typically small the increase in the 
number of firms was also small. 

Differential rates of growth among sectors of the economy partly 
account for the differences in net increases in firms. Manufacturing, 
construction, and trade grew more rapidly (in terms of private na- 
tional income) than the rest of the economy; services, transportation 
and public utilities, mining, and finance ‘and real estate grew less 
rapidly. 
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TaB_e 5.—Businesses in operation, by industry, 1929-57 


[Thousands of firms, 1929-52, annual average; thereafter June 30] 





| Contract Whoie- Finance, | Service 


Year Allin- | Manufac-| construc-| sale Retail insur- indus- 
dustries'| turing tion trade trade jance,and| tries 
reul estute 

029.0 257.0 233. 8 148. 1 1. 327.0 316. 2 599. 9 
782.1 166. 8 185. 4 141.8 1, 291.2 289. 9 574.9 
222.2 221.3 199. 4 175.6 1, 534. 6 296. 6 615. 2 
916.5 250. 2 153.3 177.9 1, 322.6 297.0 551.8 
783. 2 312.0 292. 6 250. 9 1, 685. 9 321.9 7iL.5 

, 948. 4 320, 0 329.0 257.9 1, 763. 8 323. 4 738.3 

, 000. 0 320.5 347.5 261.8 1, 794.3 323. 0 736.8 
050. 7 320. 7 370.5 266. 2 1, 815.8 325. 5 735. 6 
108. 5 327.2 388. 6 273.1 1, 834, 0 329. 9 735. 5 
167.4 328. 8 411.0 280.5 1, 850, 8 334.7 739. 5 
205. 7 326. 6 432.3 285. 0 BiG eT Tcechesadad 741.9 
196. 7 317.6 441.3 287.1 © GO heii ck 742.3 

. 232.3 311.4 465.6 289. 9 otis 745.0 
294. 2 311.8 483.0 291.9 Se © ieouasonaes 755. 7 
322. 0 309.0 478.0 297.0 1, 897.0 |..--...--- 761.0 

42 20 104 100 43 26 29 





1 Total includes all industries not shown separately. 
2 1929-51. 


Source: U. 8. Department of Commerce, Survey of Current Business, January 1954, January 1958. 


Business births, transfers, and failures 

Trends in business population growth are based on net increases in 
firm numbers—the excess of business births over business deaths. 
This net figure has shown a remarkably stable tendency to grow in 
proportion to total economic activity. That is, by and large the busi- 
ness population has grown in proportion to the national income. 
However, underneath the relative stability of net figures on business 
population there is a considerable turnover of firms. For example, the 
net increase in the business population between 1955 and 1956 of 42,000 
represented 380,000 business births and 338,000 business deaths—the 
net change representing scarcely more than 5 percent of the total 
number of business firms involved. 

While busines births and deaths relative to the total population 
undergo pronounced cycles—the largest occurring in 1929-33—they 
have demonstrated no long-run trend suggestive of significant change 
in the relative position of small business in the economy. One sig- 
nificant (but proportionally not large) cause of business death is fail- 
ure. The series on business failures covering the longest time period 
is the Dun & Bradstreet series on discontinuances involving loss to 
creditors. In 1920 the number of such discontinuances per 1,000 
firms was 4.8 and in 1956 the number was the same. The Dun & 
Bradstreet series is based only on failures involving losses to creditors 
for firms listed in the Dun & Bradstreet Reference Book, and hence 
covers considerably less than the total business population. However, 
the data are comparable for the years covered. The Department of 
Commerce series, based on much wider coverage but available only 
from 1940 to date, shows the number of discontinuances per 1,000 


% Richard Sanzo, What’s Behind the Rise in Business Failures? Dun’s Review and Modern 
Industry, December 1957, p. 46. 
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firms at 97 in 1940 and at 79 in 1956. There is no perceptible long. 
run trend in the failures per 1,000 firms in either series. 

Business births, discontinuances, and transfers, as in the case of net 
changes in the business population, vary widely among sectors of the 
economy. Retail trade, whivk accounted for about 44 percent of all 
business firms in 1956, accounted for 40 percent of all business births, 
40 percent of all business discontinuances, and 67 percent of all busi- 
ness transfers (table 6); manufacturing accounted for only 7 percent 
of all business firms, for 7 percent of the births, slightly less than 8 

ercent of the discontinuances, and for only 4 percent of the transfers, 

n sum, business discontinuances and transfers tend to vary among in- 
dustries approximately in proportion to business population and 
births—the higher the births and the larger the business population, 
the larger the number of discontinuances and transfers. 

Departures from more or less proportional changes result in rela- 
tive growth or decline of the business population in individual sectors, 
Thus between 1940 and 1957 contract construction and wholesale trade 
registered much higher birth rates relative to discontinuance rates 
than other major sectors of the economy, which resulted in net in- 
creases in contract construction firms of 140 percent and in wholesale 
trade firms of 60 percent. Over the same period, the number of all 
firms increased 32 percent, of manufacturing firms 37 percent, of re- 
tail establishments 21 percent, of firms in service industries 22 percent, 
and of all other firms 20 percent. 


TABLE 6.—Businesses: New, discontinued, and transferred, by industry, 1940-57 
NEW BUSINESSES 


{Thousands of firms] 
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ft ees 211.0 34.5 | 13. 4 |...-. 12,2 | 87.9 35.6 


ong. 


f net 
f the 
f all 
rths, 
busi- 
‘cent 
an 8 
fers, 
g in- 
and 
tion, 


rela- 
tors, 
rade 
rates 
t in- 
esale 
f all 
f re- 
cent, 


40-57 


~ 


RBSSBLSRAIVSSFARBRSS 
CSO DOOD OO SO OD Or om OO 3 3 BO 


FINANCING SMALL BUSINESS 


DISCONTINUED BUSINESSES 
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! Transportation, communication, and other public utilities, 
? Comparable data not available after 1952. 
+ ist half of year. 


Source: U. S. Department of Commerce, Survey of Current Business, January 1954, January 1958. 


New and small firms account for the vast majority of business fail- 
ures (table7). Between 1934 and 1957 firms with liabilities of $25,000 
or less accounted for over 75 percent of all business failures resulting 
in loss to creditors as reported by Dun & Bradstreet; firms having 
liabilities in excess of $100,000 accounted for only a little over 5 per- 
cent. Firms no older than 5 years generally account for nearly 60 
percent of all business failures, and those no older than 10 years for 
80 to 85 percent. Most studies show that poor management, unantic- 
ipated competitive pressures, and lack of business experience are the 
most frequent causes of failure.”” Contrary to the popular belief that 
most businesses fail from lack of capital, several studies have con- 
cluded that most failing businesses have access to more capital and 
credit than they can efficiently manage. As one student of the prob- 
lem has put it: “80 to 90 percent of failures are directly traceable to 
the man who fails.” ** This does not mean that public policies de- 


Cf. ibid., p. 90; A. D. H. Kaplan, Small Business: Its Place and Problems (McGraw- 
Hill, 1948), pp. 65-68; Emmett E. Barbee, Reasons for Failure, Credit and Financial Man- 
agement, November 1941, p. 20; John A. Cover, Business and Personal Failure and Adjust- 
ment in Chicago, Journal of Business of the University of Chicago, July 1933, pt. IT; 
U. S. Department of Commerce, Business Failures in New Jersey, Domestic Commerce 
Series, No. 54 (November 1931), p. 20. 

® Department of Commerce, op. cit., p. 20 ; Richard Sanzo, op. cit.. pp. 47, 90. 

" Barbee, op. cit., p. 20. 
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signed to make capital and credit more readily available to small and 

oung enterprises would not eliminate a certain number of failur 
but it does mean that such policies will not solve the problem of bugj. 
ness failure in a free society where inexperienced men are free to try 
their hand at a wide variety of ventures. 


TABLE 7.—Percentage of business failures, by size of liabilities and age 








Years in business Liabilities (thousands of dollars) 
Year | [ | 7 
| 5o0r | 60to10 | Over 10 | Under 5 §to25 | 25to100} 100to | 1,000and 
less 1,000 Over 

Se 22s | id 38. 1 | 44.2 12.2 5.1 0.4 
1937__._- Bh ie 40.8 45.8 10. 4 2.8 0.2 
1940_...... ; Si meat Aia e Sh 50. 6 40.0 7.8 1.5 0.1 
1946... .-.. | polbashecor 23. 3 43. 2 22.3 10. 6 0.6 
10003522. cee ae 20.7 50. 3 23.2 5.6 0.2 
1952... 60 26 14 18.8 51.0 23.3 6.7 0.2 
1065. .... | 57 26 17 16.3 49.0 26. 6 7.5 0.3 
Pe ts 4acr 1 §7 123 120 214.8 2 49.0 2 27.3 28.5 10.4 











1 January-June. 
2 January-September. 


Source: Richard Sanzo, What’s Behind the Rise in Business Failures?, Dun’s Review and Modem 
Industry, December 1957, p. 47. 


A discernible development in recent years is an increase in the 
average size and age of failing firms. In the 1930’s firms having lia- 
bilities under $5 000 accounted for over 40 percent of all failures, while 
those having liabilities between $25,000 and $1 million accounted for 
only 10 to 15 percent. In 1955-57 the under $5,000 class of liabilities 
accounted for only 15 percent of failures, while the $25,000 to $1 mil- 
lion class accounted for 35 percent. Inflation undoubtedly accounts 
for much of the shift; in monetary terms the cost of entry into most 
businesses has risen significantly. But the recent tendency for firms 
to live a little longer before they fail also accounts for a portion of 
the shift. In 1952 firms no older than 5 years accounted for 60 percent 
of the failures; in 1955-57 they accounted for 57 percent. Meanwhile, 
the percentage of failures accounted for by firms at least 10 years old 
increased from 14 to 20 percent. Older firms that fail are likely to 
accumulate heavier liabilities than very young firms. 


Recent cyclical decline in the overall position of small business 


The principal characteristic of small business in terms of long-run 
trends is the stability of its relative position in the American economy, 
Virtually every means of measurement shows that this position has 
undergone no perceptible change over the past 30 to 40 years. How- 
ever, since 1947 (as in earlier periods) ae business has experienced 
several cyclical ups and downs, and its manufacturing sector has gen- 
erally tended to fare somewhat w orse than business generally. 

In 1947 the annual rate of earnings (before Federal income taxes) 
on stockholders’ equity was 27.8 ercent for manufacturing corpora- 
tions having assets under $1 million. The earnings rate declined to 
12.9 percent in 1949, rose to 21.8 percent in 1950, declined to 16.9 per- 
cent in 1952, and further to 15.4 percent by the first quarter of 1956." 
Toward the end of 1957 earnings again declined. Using 1947-49 as 


> SBA, op. cit., p. 16. 
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100, the index of earnings in the first quarter of 1955 for manufactur- 
ing corporations with less than $1 million in assets was 82 before taxes 
and 78 after taxes; the corresponding indexes of manufacturing 
corporations having $1 million and over in assets were respectively 167 
and 140. Total volume of sales for small manufacturing businesses 
has tended to fluctuate around 1947-49 levels since 1953; that for 
larger business has risen about 58 percent. . 

Business discontinuances, which fall largely in the small-business 
sector, have tended to increase in the period 1953-57. For all indus- 
tries discontinuances increased from 306,300 in 1952 to 338,900 in 
1956. Undoubtedly the increase in business discontinuances in recent 
years reflects the extraordinary bulge in business starts which began 
to manifest itself after 1943 and reached an alltime peak in 1946 of 
617,400 per year.* Many GI’s who started businesses in 1945-46 failed 
for a variety of reasons or discontinued in the years that followed. 
Their losses cut down the average profitability of small business gen- 
erally. 

In the manufacturing sector, mergers, failures, and discontinuances 
for other reasons cut down the firm population from 329,600 to 
309,000 between 1952 and June 1957. Undoubtedly, much of the 
decline, including failures, occurred in the small-business sector. 
Some firms in the $1 million and under asset class graduated to the 
$1 million and over class, probably the more profitable ones; some 
graduated into or were absorbed into a larger class through merger, 
probably as many as 3,000. In 1954-55 discontinuances were especially 
high in furniture, electrical machinery, and leather and shoes, and 
fairly high in apparel, textiles, transportation equipment, machinery 
primary metals, and paper. Leather and shoes, which had the third 
highest discontinuance rate, also had the third highest rate of new 
starts in 1945-47; paper had the ninth highest discontinuance rate and 
the sixth highest starts rate; primary metals the eighth highest dis- 
continuance rate and the fourth highest starts rate; textiles and ap- 
parel had high starts rates in 1945-47 and ranked fourth in discon- 
tinuance rates in 1954-55. Chemicals, on the other hand, ranked 
relatively low in new starts in 1945-47 and did not make the 1954-55 
high discontinuance list. 

‘he long-run trend in the number of small-business firms, profits, 
and sales has been virtually unaffected by the recent developments in 
small-business manufacturing, most of which are probably a product 
of business growth and the high rate of business births in the imme- 
diate postwar period. These developments, rather than any perceptible 
long-run trend, have thrown the spotlight on small business in recent 
months. 

SUMMARY AND CONCLUSIONS 


All the economic indicators which measure the overall position of 
small business have shown remarkable stability throughout the past 
half century. 

(1) The trend in industrial concentration appears to be approxi- 
mately horizontal for the period 1900-1947, but to have risen slightly 
since 1947. The pattern among industries shows a great deal of 





®This point is made by A. D. H. Kaplan in his testimony before the Senate Subcom- 
mittee on Banking and Currency, Hearings, Credit Needs of Small Business, 85th Cong., 1st 
sess., June 1957. 
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variation, tending to rise in more mature, finished product industries 
such as automobiles and to fall in such growth industries as electronic 
equipment and parts. Successful innovation, it appears, continues 
to spawn new manufacturing firms. 

(2) Similarly, the long-run trend in vertical integration appears 
to be horizontal for all manufacturing, but shows wide variation in 
particular industries. Growing industries and industries just reach- 
ing maturity create new firms through vertical disintegration. In 
relatively old and mature industries—such as the textile and steel 
industries—vertical integration tends to increase, often through 
merger.** 

(3) There are now no available means for measuring quantatively 
the effect of trends in policy on trends in small business. But it is 
reasonably certain that the trend has been toward more vigorous 
antitrust, and this has improved the climate for small-business firms. 

(4) While manufacturing firms are growing larger, it is doubtful 
that increasing economies of scale have excluded growth of small 
business. Some of the growth in firm size is probably due to scale 
economies in research, development, and selling and marketing rather 
than in optimum plant size, but the pattern varies widely among in- 
dustries. While economies of scale are likely to be important in these 
functions of the firm, they do not seem to have appreciably altered 
the overall position of small business in manufacturing. 

(5) The total business population moves in broad proportion to such 
variables as population and real national income, and the portion of 
total firms falling in the smaller size classes appears to stay very close 
to 98 percent. The vast majority of business firms in the American 
economy are still small firms, and their share of employment and out- 
put has shown no long-run tendency to change. 

(6) Underlying the stable overall position of smal] business are a 
variety of counterbalancing forces. 

Some industries grow more or less steadily and in proportion to 
population growth and the general level of business activity; whole 
sale and retail trade are examples of such industries. In new and 
growing manufacturing industries, there is a tendency for the nun- 
ber of small firms to rise and for concentration to decline; in older 
industries, for concentration to rise and the number of small firms 
to rise slowly or actually decline; but there are notable exceptions to 
these tendencies. 

While most major industrial sectors tend to grow in firm numbers, 
net increases vary widely among such sectors. The net increases re- 
sult from a variety of patterns of business failures and other types of 
cliscontinuances relative to new business starts. The basic fact is that 
currently there are nearly 1,300,000 more firms in operation than in 
1929, and the overwhelming majority of them are small. 

Generally, the number of business failures is directly related to the 
volume of new business starts and the industry’s total population. 
Net growth in firm numbers is generally accompanied by increases 
in new businesses and discontinuances, with new businesses increas- 
ing earlier and proportionately more than discontinuances. 


% J. W. Markham, Integration in the Textile Industry, Harvard Business Review, 
January 1950, pp. 74-88. 
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(7) Business failure falls heavily on new and small enterprises. 
The causes of such failures are extremely complex, but most studies 
show that the lack of business ability and experience is an impor- 
tant cause. Public policy may poseilily prevent some failures that 
would otherwise occur, but it is doubtful that it could—or should— 
significantly alter the level and incidence of business failures. In a 
free society men are free to make first attempts at running businesses. 
It is inevitable that many of them fail in the first few years, while 
others go on to success. It is highly doubtful that public policy can 
or should attempt significantly to alter this pattern, although ap- 
parent and identifiable restraints of trade should be eliminated. But 
any massive attempt to restrict the freedom to fail would probably 
eliminate some outstanding successes, and any such attempt to make 
entry to business easier would very likely increase failures later on. 

Since 1952 the position of small business units in manufacturing 
with less than $1 million in assets has tended to decline relative to 
manufacturing generally. Neither profits nor sales have kept pace 
with the rest of manufacturing. The rise in discontinuances rela- 
tive to new business starts and the graduation of small manufacurers 
toa large asset class have shrunk the ranks of small manufacturers, 
accounting in part for the relative decline in the under $1 million asset 
class. 

In the economy as a whole, business discontinuances in 1953-54, and 
in the first half of 1957, rose relative to new business starts, but did 
not prevent the total business population from rising. Some of the 
increase in discontinuances undoubtedly resulted from the great in- 
creases in new business starts immediately after World War II. Since 


1952 both the age and the size of failing firms have tended to increase. 

None of these post-1952 developments, limited to the manufacturing 
field, have perceptibly altered the course of long-run trends in small 
business, but they may account for much of the renewed concern over 
small business and its place in the American economy. 





10. THE SURVIVAL OF SMALL MANUFACTURING 
BUSINESSES * 


INTRODUCTION 


Why small business has continued to dominate certain American 
manufacturing industries is a question which seems as important as 
the subject of concentration in industry. Economists have paid con- 
aaa attention to concentration of ownership and control. Yet 
there are still many industries where concentration ratios are low 
and where the trends of mergers, acquisitions, and discontinuances do 
not seem to be leading to substantially higher degrees of concentra- 
tion. Also, the survival of small business i in some industries where 
concentration is high suggests that, in the absence of major techno- 
logical and institutional ‘changes, the smaller business enterprise can 
face the future with considerable confidence. 

The — question to be dealt with in this paper involves the 

tangible factors which appear to explain the survival and relative 
prosperity of smaller business enterprise in manufacturing industries, 
The theory of the firm suggests several possibilities. If these hy- 
potheses could be examined in light of the experience of some selected 
industries with a substantial number of concerns, we should have 
same better idea of the broad economic forces making for small-busi- 
ness survival and success. 

The first section deals with the reasons for small-business survival 
which arise from general economic considerations. In the followin 
section five relatively long-established manufacturing industries whi 
have been selected for study are analyzed. Subsequently the several 
hypotheses will be tested using such statistical and other material for 
the five selected industries as is available. 

Two reasons have dictated a cross-section type of analysis. First, 
we are searching for general reasons as well as for factors which apply 
to particular industries only. The second reason was the time limita- 
tion. It seemed best to organize the available materials in a way which 


1 By James McNulty, University of Pennsylvania. 

James HE. McNulty is currently associate professor of industry at the Wharton School of 
the University of Pennsylvania. Dr. McNulty has in his background substantial business 
as well as academic contact. After being educated in the Oak Park, IIL, Elementary and 
High Schools and at Harvard University, where he received his doctorate, he joined 
Standard Oil Co. (New Jersey) as a business forecaster and economist. Subsequently he 
worked with the New York Journal of Commerce as synthetic textiles editor. He has also 
Served as consultant to various firms on economic and management questions. Since his 
return to the field of education, first as assistant professor of business economics at the 
University of California at Los Angeles, and now as associate professor at the Wharton 
School, Dr. McNulty has been conducting field studies in matters realted to business organ- 
ization and policies. Some of his pertinent writings include: (1) Internal Business Organ- 
ization and Market Structure: The Concept of the Multiple Firm, Proceedings of the West- 
ern Economic Association, 1952; (2) Farm Tenure and Costs of Borrowing, Journal of 
Farm Economics, vol. XXXVII, No. 2 (May 1955) ; (3) Administrative Cost and Scale of 
Operations in the United oo Electric Power Industry, Journal of Industrial Economics, 
vol. V, No. 1 (November 195 

2cf) U. S. Federal Trade Eeaitedien, Changes in Concentration in Manufacturing, 1935 
to 1947 and 1950 (1954), appendix C; J. Lintner and K. Butters, Effect of Mergers on 
Industrial Concentration, 1940-47, Review of Economics and Statistics (February 1950), 
pp. 30-48. 
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promised to maximize the number of valid inferences which could be 
drawn from them. 


CIRCUMSTANCES FAVORABLE TO SMALL MANUFACTURING ENTERPRISES 


While economic theory has perhaps been more frequently concerned 
with depicting the optimum combination of productive agents in busi- 
ness enterprise, there has nevertheless been considerable attention, 
directly and by implication, to the subject of lower and upper limits 
of efficient operation. Basic technical considerations involving in- 
divisibilities of productive agents have always been a central feature of 
discussions of the minimum efficient size of the firm. Difficulties of a 
purely technical nature have likewise ben cited as setting an upper 
limit to business size. However, in both cases attention has been 
paid also to the impact of market and institutional forces, as well as 
the interrelationship of these with technical factors. 

Technical divisibility 

Efficiency in a technical sense is the major economic criterion both 
for the survival of enterprises and for their size characteristic. It is 
conceded that in some cases efficiency cannot be achieved and that, 
therefore, firms will have to exist which are not of efficient size, or if 
they are of efficient size, are not operating at full capacity. An ex- 
ample might be an electric utility operating in a remote, sparsely 
populated area. Such cases are properly regraded as exceptional, 
however. 

In general, the technical condition for the existence of a small 
enterprise in an industry is that all productive agents be sufficiently 
divisible, that is to soy, available in sizes which make possible com- 
paratively efficient combinations of the productive agents at all out- 
puts up to the largest efficient output. This condition is neither 
necessary nor sufficient, as will become clear below in the next sub- 
section of this paper. In markets which are highly competitive, how- 
ever, a given degree of divisibility will favor smaller sizes of business 
enterprise. 

The divisibility characteristic must extend to all productive agents. 
thus, if plant and equipment are divisible and management is not, the 
size of the firm will not be so small as would be dictated by plant and 
equipment considerations.’ In this context, the “top” managers of a 
business might find that using modern management techniques their 
span of control far exceeded the management problem of one plant 
of the minimum efficient scale. Unless it were possible for these top 
managers to operate on a part-time basis and they chose to do so, they 
would either build a larger plant or, if this turned out not to be 
eficient, acquire other plants. The size of the firm could, therefore, 
be very large. It is clear that the scope of any investigation into 
elicient size of enterprise must encompass much more than the ques- 
tion of the optimum-size plant. 

While divisibility may permit firms that are small in terms of 
output, they may still have relatively large capital requirements for 
dlicient size. The size of the capital requirement for a business de- 
pends upon the amounts of the productive agents which are required 


‘Cf. E. A. G. Robinson, The Structure of Competitive Industry (London : Nisbet, 1931). 
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and the prices of these required productive agents.* In no significant 
area are investment requirements likely to approach zero. 

If the constant returns to scale of production which are implied 
by divisibility should extend to very large outputs, enterprise size 
could be very large. Existence of smaller firms might then perhaps 
reflect some sort of chance process whereby a number of firms succeed 
in filling up an industry.. A more likely explanation for the limita. 
tion of the size of firms in these circumstances, however, would be the 
operation of nontechnical factors, such as the financial risk to investors 
of putting ever- increasing funds under the control of one management 
ana in one line of business activity, especially if the enterprise is rela- 
tively undiversified.® 


Market and institutional forces 


A number of additional considerations can operate to offset the re. 
lationship between divisibility and enterprise size. In general, all of 
these considerations have to do with conditions which may prevail 
in connection with selling and buying products and productive agents, 

As was intimated earlier, small markets favor small firms unless, of 
course, diversification is possible and economical.’ There are undoubt- 
edly some classes of commodities produced by highly specialized pro- 
ducers for a relatively small number of consumers. Fine violins might 
be a case in point. Geographical dispersion with transportation costs 
sufficiently high so as to offset economies of scale in production and/or 
involving products which require close coordination between supplier 
and customer probably is a much more significant cause of small 
markets. 

Another type of market segmentation would arise because of con- 
sumer preferences for product differentiation. Preferences on the 
part of ultimate consumers for a wide variety of individual styles are 
usually cited in this connection. Lack of standardization in the re- 
quirements of industrial customers is the corresponding case for in- 
dustries selling to other industries. While what might be described 
as superficial differentiation of the product, for example, different 
package labels, present few, if any, restraints on a large-scale opera- 
tion, differentiation which results in short production runs, special 
treatment of customers, and detailed problems of management vitiate 
economies of scale. Unless there are other economies of scale in such 
areas as management, marketing, purchasing, etc., one expects to find 
small-firm industries in such instances, 

Product markets which react violently to changes in the general 
level of demand will also probably tend to favor smaller enterprises, 
unless offsetting diversification by producers is possible and otherwise 
economical. The problem posed by widely fluctuating demand fora 
product is one of the risks connected with large- scale investment in 
such product lines. For some reasons, a larger enterprise would be 
favored, especially if it had substantial reserves to cope with instabil- 
ity. But there seems little doubt that conservative financial manage 
ment from the point of view of either corporate management or the 


‘cf. J. 8. Bain, Barriers to New Competition (Harvard University Press, 1956), pp. 56 f. 

5 Cf, F. H. Knight, Risk, Uncertainty and Profit (London: London School of Economics, 
1930), preface to 2d edition. 

6 Cf. T. Scitovsky, Welfare Economics (Richard D. Irwin, 1951). 

7Cf. R. H. Coase, The Nature of the Firm, Economica, New Series, vol. IV (1987), 
pp. ee i reprinted in American Economic Association, Readings in Price Theory 


(Richard D. Irwin, 1952), pp. 331-352. 
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individual investor would not permit concentration of investment in 
roduct lines whose demands were unstable unless there were offsetting 
Sihote. 

Finally, among the forces which may favor small business is to be 
cited what might be described as a lack of specialized suppliers to an 
industry. Whether a market is inherently too small to support a 
specialized supplier, or simply because of poor market organization, 
the effect is to require deeper production operations, that is to say, 
production operations with a larger number of distinct parts. To 
the extent that such deepening of production presents special problems 
of coordination by the top management of an enterprise, a limit will 
tend to be set on enterprise size. Where, of course, integration of 
operations helps coordination, the further expansion of an enterprise 
will be favored. 

Larger enterprise will, of course, be favored by the reverse of the 
situations which have been cited above as being favorable to small 
business. In addition, control of the supply or relatively exclusive 
access to the supplies of essential productive agents by particular firms 
will give these firms an advantage over other firms and thus allow 
the advantageously situated firms to become larger than they otherwise 
might become. While the absolute size of such firms clearly depends 
upon the impact of a number of other factors, as has been seen, it will 
certainly be true that the entry and relative fortunes of other firms 
will not be made easier when supplies of essential productive agents 
are available only to the few. One cannot really expect smaller busi- 
ness domination of an industry in the absence of relatively equal access 
to the essential agents of production including especially raw ma- 
terials and money capital. 


Summary 


From general analysis we thus receive a number of suggestions re- 
lating to both technical and market conditions, which can be used 
to explain the survival and relative prosperity of small business in 
agiven industry. Some of these forces may turn out to be more im- 
portant than others. Also, particular combinations of the several 
forees may have been important for the prevalence of small business 
operation of some industries. It is for these reasons that we now turn 
toa sample of selected and typical small business industries. 


THE SAMPLE OF INDUSTRIES 


Five manufacturing industries were chosen for purposes of em- 
pirical analysis. It would be perhaps more accurate to say that five 
narrowly defined industries are given the main attention, but because 
of the problem of availability of data the major industrial groupings 
in which the narrowly defined industries fall (or to which, in one 
case, the narrowly defined industry seemed to have the closest relation- 
ship) were also given occasional consideration. The five narrowly de- 
fined industries are knit outerwear (the sweater trade), wood furniture 
not upholstered (case goods), footwear except rubber, commercial 
(job) printing, and metal stampings. 


‘Cf. J. Dean, Managerial Economics (Prentice-Hall, 1950), ch. 5. 
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These industries were chosen within limits imposed by availability 
of material to include both consumer and producer goods industries 
and also to cover nondurable as well as durable goods. Only indus. 
tries of some significance which, in terms of a variety of tests, seemed 
to offer a place for enterprises of, let us say, 250 employees or less and 
$500,000 or less total assets were considered for selection.®° 

Data on number of establishments, employees, and value added in 
1954, by employee size classes, are given for the five industries in table 
1. While the larger establishments, in spite of the fact that they 
are relatively few, account for substantial proportions of employment 
and value added for their respective industries (even higher propor. 
tions obtain for size distributions by firms, as will become clear from 
the data presented in the section below on multiplant ownership) 
this concentration in these industries has been smaller than for Ameri- 
can manufacturing as a whole. Available comparative data on con- 
centration of employment in the first 4 firms during 1950 give the 
“concentration ratios” for furniture not upholstered as 0.06, for foot- 
wear except rubber as 0.22, for commercial printing as 0.09, and for 
metal stamping as 0.17.% These figures can be compared with, for 
example, a concentration ratio of 0.47 for meatpacking, 0.81 for cig- 
arettes, 0.40 for petroleum ‘refining, 0.78 for tires and tubes, and 0.59 
for motor vehicles and parts."* With the exception of footwear the 
quoted ratios for the industries being studied are very low, and the 
footwear industry, as will be pointed out below, has some special 
features which tend to segment it. 


® These are two of the standards used by A. D. H. Kaplan, Small Business: Its Place 
and Problems (McGraw-Hill, 1948). 

2 Cf. U. S. Department of Commerce, Survey of Current Business, May 1954, Betty ¢, 
Churchill, Size Characteristics of the Business Population, pp. 15-24. 

11). S. Federal Trade Commission, op. cit. 

13 Thid. 
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juste 1—-Number of establishments and employees and value added, by 
employment classes, selected manufacturing industries, 1954 





Number of employees in establishment 




















1,000 
1-4 5-9 10-19 20-49 50-99 | 100-249 | 250-499 | 500-999} and 
over 
eee J i EASE yt st, i. = wok 
Knit outerwear manufac- 
turers: ! 
Number of establish- 

nici eameenn a 120 78 83 116 72 59 16 5 1 
Number of employees. 303 558 1,170 3, 758 5, 121 9, 154 5, 459 4, 525 @) 
Value added (thous and 

AR petal tlh 1,963} 7,844) 5,692) 17,322) 23,348) 42,085) 22,271) 18,926) (@) 

Wood furniture (not up- 
holstered) : 
Number of establish- 

ci ea at daw 1, 030 428 369 406 234 217 71 22 8 
Number of employees... 2, 411 3, 055 5,242) 12,744] 16,383} 35,160) 25,452) 14,173] 10,276 
Value added eee 

dollars) - . on -| 11,914] 15,666) 24,763) 60,296) 79,378) 165, 942) 123,530) 67,510) 43,711 

Footwear (except rubber): 
Number of establish- 

ments.... 141 56 68 154 144 286 266 71 10 
Number of employees_- 318 413 1, 007 5, 308} 10,623) 48,279} 93,229] 45,775) 14,419 
Value added (thousand | 

ee ee 1, 331 1, 633 3,361} 19,092) 45,129) 192,648} 410,489] 200,357] 66, 660 

Commercial printing: 
Number of establish- 

0 ae 6, 640 2, 294 1, 468 1, 043 353 193 51 14 17 
Number of employees__.| 15,793] 16,188] 20,577| 32,075] 23,303] 30,493] 17,968] 9,953] 32,879 
Value added (thous and» 

ode 98, 059} 97,492) 131,098) 204, 456) 164,994) 215, 267) 124,377] 71,369) 250, 703 

Metal stamping: 
Number of establish- 

i inbbicequnmaceos 587 361 424 417 220 156 64 28 12 
Number of employees_- 1, 475 2, 634 6, 216) 13,253) 15,678} 24,291) 22,060) 20,496) 22,095 
Value added (thousand 

a ee 9, 589} 18,087] 41,865) 91,613) 114, 903] 171, 232) 154,841) 163, 426] 157, 378 





The knit outerwear industry includes manufacturers, contractors, and converters. Only manufacturers 
ae primarily engaged in both production and marketing. 
ombined with previous class for reasons of confidence. 


Source: U. S. Bureau of the Census, 1954 Census of Manufactures. 


Performance in terms of profits is, of course, a relevant criterion 
of a successful enterprise. Presumably the industries which have 
been selected in this study should be characterized by favorable profit 
performance for smaller firms, or at least by favorable profit per- 
formance for these small firms in comparison with the relative profit 
performance of smaller and larger firms in other industries. Un- 
fortunately, published data are available only for the major manufac- 
turing industries in which the selected industries fall or, in the case 
of apparel and knit outerwear, to which there seemed the closest 
affinity. 

Calculations of the percentage return on net worth for corporations 
in the relevant major industries in 1954, the most recent year for 
which data are currently available, appear in table 2. It is seen from 
these data that firms in the asset classes rangin from $100,000 to 
$500,000 generally realized profits in all of the five major industry 
classifications, although, except for printing and fabricated metals, 
the profit rates were not so high as the rate for all manufacturing 
in this asset range, and in all cases not so high as the rate for larger 
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firms in the several industries. Also, firms with total assets under 
$50,000 show losses in 4 of the industries shown and profits in 9 
(printing, publishing, and allied industries, and leather and leathe 
products). Apparel and furniture firms with total assets of less than 
$100,000 were also generally unprofitable, although in the case of 
apparel the uniformly low profit rates for all size classes in compati- 
son with the corresponding size classes of all manufacturing sug 

that the year 1954 was an unusually poor year for profits. This js 
possibly the case also for the leather and leather products group, 


TABL 


\ 


TABLE 2.—Ratio of profits (before tarves) to net worth, corporations in selected 
major manufacturing industries, by asset classes, 1954 


[Percent] 


Total assets (thousands of dollars) 








Industry 
























Under | 25-50 | 50-100 | 100-250 | 250-500 | 1,000- | 5,000- | 50,00. 
25 | | | 2,500 10,000 | 10000 
ie ee i | | | ei ay |-—— rela 
Apparel and products made from uit 
Ur ttienter bes sett (45.0)|  (8.5)| £(0.3)| 3.4 a3} so] 100] oo | 
Furniture and fixtures__.- -| (69.0)} (15.8) (4. 2) 3.9 6.3 11.4 14.1 1B ratl 
Printing, publishing and allied fen 
NI indie in asect vce kal (80.2)} 40] 8&5 9.3] m7] 151] 141] ms 
Leather and leather products-_-_-_-_-- (68. 2) 5.0 (2. 4) 4.5 7.3 12.0 10.5 &2 au 
Fabricated metals, except ord- 
nance, machinery, and trans- the 
portation equipment-_..-...._-- (161. 5) (6. 7) 4.7 7. 9.6 12.8 14.5 4.0 \ 
All manufacturing.....--------2--- (51.8)} (47)] 26] 59 89] ii] 124] a9 ‘ 
Note.—Calculated from U. 8. Internal Revenue Service, Statistics of Income, 1954. Figures in paren- hig 
thesis indicate losses. 
the 
These data are, of course, too broad in their coverage to be reliable iim 
as indicators of the profit performance of smaller firms in the five | ™ 
narrowly defined industries being studied. They do suggest, hovw- . 
ever, that smaller enterprises may need paitioulatly favorable cit th 
cumstances, e. g., in terms of production economies and ability to 7 
attract customers, in order to be profitable, and also that in certain om 
industries enterprises below a certain size, perhaps total assets of 
$25,000, are not likely in any circumstances to be profitable. tri 
DIVISIBILITY OF PRODUCTIVE AGENTS; CAPITAL REQUIREMENTS FOR 7 
EFFICIENT OPERATION 
lat 
Capital-output relationships tn 
Stanley Schor calculated the ratio in 1947 of fixed capital to sales ; 
by total asset classes for three of the industries studied in this paper.” 


These data are shown in table 3. The calculations are for 1 year 
only. Also, while they are the most recent known to be available, 
they are 10 years old. Nevertheless, when used with more recent 
information of a qualitative nature they throw light on the question 
of whether or not technical divisibility of plant and equipment 1s 4 
characteristic of the industries shown. 


13 Stanley S. Schor, The Capital Product Ratio and Size of Establishment for Mant 
facturing Industries (unpublis ned Ph. D. dissertation, University of Pennsylvania, 1952). 
Schor includes underwear as well as outerwear in his knit-goods data. 
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guste 8.—Ratio of fixed capital to sales of net income firms by asset classes, 
selected manufacturing industries, 1947 





[Percent] 
—  .. ce oy | 
Total assets (thousand dollars) | Knit goods Footwear | Commercial 
printing 
Om wea 
DT tn gdbinondhdaunns onghevanteb aanieanmrneneekan 13.3 49 13.2 
s SAGAS. «13555 nhc dadddadda dhdhde~shp giannis 14.3 4.3 13.8 
RR asendhinshntetp-nuleneayceitinnnteendinnah cate 14.2 4.4 15.1 
eae oA ed hc sdldda at dodbwed dhe atenblLLh othe 13.2 + ae 
re iB neice cRnibinn coe: honda tasdabaneiaeialaiae 13.3 . : 
Ara Bn teen See ee kee ae late 12.3 &0 16.4 
NG bc) cect 5. bp Sihochy acemclen ep cmaeaia 16.6 
80,000... cae cainier eal ushdeaaaanenaeeee ; 14.1 3.5 20.7 
9,000-100,000. . ....--- eacannccsabnnuwwibaghsdedtdscndandee kiih dhamaen ein Bi? fice sseninnine 
0,000 and Over_.........-.-----------------------------------|----------+--- SF fn cncasgeocas 


Source: Stanley S. Schor, The Capital Product Ratio and Size of Establishment for Manufacturing 
industries (unpublished Ph. D. dissertation, University of Pennsylvania, 1952). 


Of the three industries, knit goods appears to have the most stable 
rlationship between fixed capital and sales as size increases. It is 
quite possible, however, that the physical relationships implied by the 
ratios for knit goods are slightly overstated for the larger asset-size 
frms. The actual amount of plant and equipment needed to produce 
aunit of output may be smaller than appears from the table since 
the unit value in the market of mass-produced goods is likely to be 
lower; and Schor uses market values for his estimates. 

In the case of footwear the ratio is reasonably stable up to the two 
highest asset classes (total assets of $50 million and over) for which 
the ratios quite probably reflect special conditions since the large 
firms are known to specialize in lower priced footwear.** For com- 
mercial printing the ratio of fixed capital to sales is relatively stable 
up to the firms with $5 million or more in total assets. There is likely 
to be overstatement for the larger firms in this industry also, since 
the growth of large-scale commercial printing is usually attributed 
tothe demands of customers for very large quantities of highly stand- 
ardized items.*® 

Generally, the available qualitative information on the three indus- 
tries discussed in the preceding paragraphs, as well as on the wood 
furniture not upholstered and the metal stamping industries, tends 


to confirm the suggestion in the data cited above to the effect that 


large-scale operation is not advantageous as far as plant and equip- 
ment economies are concerned. Sources in the knit outerwear trade 
have stated to the author that improvements in machinery in recent 
years have favored small as well as large producers. This is generally 
the case in commercial printing, although there have been some devel- 
ypments which favor larger firms exclusively. In his study of the 
furniture industry, Davis notes that case oad production in all sizes 
of firms, while it involves relatively expensive woodworking ma- 
thinery, also involves skilled labor, presumably in the same propor- 





“*Cf. E. A. Alderfer and H. Michl, Economics of American Industry (3d ed., McGraw- 
Hill, 1957), PR. 477 ff. 

*Cf. E. C. Brown, Book and Job Printing, How Collective Bargaining Works (Twentieth 
Century Fund, 1942), pp. 121 ff. 
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tions, to operate the machinery.* And in their visit to the America 
pressed metals firms, the British productivity team described oper. 
tions as mechanized but operated by hand.” 

Of supplementary interest are Bain’s more recent estimates of fj. 
cient plant size in the shoe industry. These data, which are base 
on engineering judgment, suggest that the optimum-size plant woulj 
account for one-third to 114 percent of the industry’s production jy 
the biggest actual product market in the industry and from 8 to jj 
percent in the smallest.** He finds, further, that relative unit cosy 
of shoes increase 1 to 10 percent with smaller than optimum-size plants 
His conclusion is that in the case of shoes it is of very little economi 
importance that a plant size be less than optimum. 

The sum of all of the above information, both quantitative anj 
qualitative, seems to be that plant and equipment are relatively q- 
visable in the industries which have been selected. Therefore, they 
would be no particular technical economies associated with large 
scale plants and firms. 


Multiplant operations 


The technical grounds favoring small enterprise extended to the 
divisibility of other productive agents besides plant and equipment 
Also, where management is indivisible multiplant operation could kk 
one result. However, the existence or nonexistence of multiplant 
operation does not prove or disprove possible economies of scale ip 
management. 

Data for 1954 on multiunit operations in the five industries ar 
presented in table 4. It is seen that in the cases of knit outerwear, 
unupholstered wood furniture, and commercial printing, the propor. 
tions of establishments and employees included in multiunit opere 
tions were well below those for all manufacturing. The proportions 
for metal stamping were closer to those for all manufacturing, and 
the proportion of footwear establishments (though not of employees} 
which were parts of multiunit firms was over twice that for all mane 
facturing. 


ge eeapeeh R. Davis; Furniture Marketing (University of North Carolina Press, 1951), 
ch. 4. 

47 Anglo-American Council on Productivity, Pressed Metals Report. 

18 Bain, op. cit., pp. 72 ff 
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quBte 4.—Multiunit operations in selected manufacturing industries, 1954 
Number 
Percentage 
Industry in multiunit 
All estab- Multiunit ownership 
lishments ownership 
ee 
outerwear: ! 

at iablish ments Peri sida ick whch id bbhbiis ado aeies 1, 083 34 3 

SE cdetst none che hoasccesdupcactnesstiney danrdaeetl 46, 403 7, 942 17 
ood furniture (not upholstered): 

TG conse sceccotcioctoscsennsccsuddagee ayy 2, 785 165 6 

is cheb beniws Cniwnpocannsqnencavnsoheeel pene 124, 898 36, 000 29 
(ommercial printing: 

INS crniececscsevcshnda pout tkebinbbaepee Saebens 12, 073 331 3 

RGB £30 no Stic dtp et dneGocdnccmeecusscnsoneped 200, 233 65, 223 32 

(except rubber): 

Ros, ann thd-ale Lbvemanetieaiaribeeeaabed bial 1, 196 317 27 

PE cpspegarccogsossesgnscceyeasdees tea antetueerees 219, 375 112, 106 51 
Metal stam ping: 

in Sincictadneasabirnany Saianeedbinan Same apnat 2, 269 186 8g 

Employees.............- asddddssi saononbuidihiddsssenabisae 128, 200 61, 626 48 
A manufacturing: 

enw eecn-t05 ar gecices asian $3 cdl Jae deeenekbaes 286. 817 31, 772 = 


INS, thsi Cates c94d~ch pnanntdanntpesenbarbtncads | 15, 651, 000 9, 486, 000 


———$—$—$——____——— 


1See table 1, footnote 1. 
Source: 1954 Census of Manufactures. 





The production of shoes has been described as a “machine-assisted 
hand operaiton,” one with many distinct operations and machines and 
alling for skilled operations at every stage.® On the other hand, the 
everal plants in a multiunit shoe enterprise are characteristically so 
gecialized that each plant produces some particular part or parts of 
the whole shoe.”° Since we have already noted evidence to the effect 
that economies from size through the better use of plant and equip- 
nent are negligible, and since indeed the data in table 4 tell us that on 
the average the individual plants of multiunit footwear firms are 
maller in terms of number of employees than are single-unit firms, it 
vems not unlikely that multiplant operation in shoe manufacturing 
saccompanied by a saving in management through the specialization 
of the responsibilities of plant management. Were the footwear in- 
dustry more dispersed geographically than it is, this deduction would 
teless defensible.2* As things are, it can be debated whether or not we 
have here an example of an indivisibility of the management agent in 
terms of the definition given earlier, or merely the same results achieved 
through the improved organizaiton possible with larger outputs. In 
tither case, however, the utilization of management would appear to 
more satisfactory with larger outputs. Given this conclusion, the 
urvival and relative prosperity of smaller enterprises in the shoe 
industry would seem to depend upon the existence of blocks to special- 
uation in production such as might arise, for example, as the result of 
o style factor in women’s shoes or the demand for custom-made men’s 
shoes. 





"Cf. Ruth P. Mack, Consumption and Business Fluctuations: A Case Study of the 
Shoe, Leather, Hide Sequence (National Bureau of Economic Research, 1956), pp. 17 ff. 

*Cf. Alderfer and Michl, op. cit., pp. 477 ff 

"See table 5, infra. 
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Whether or not the possibilities for improving the utilization of 
management through specialized organization of production exist fy 
the other four industries which are being studied is a matter on whid 
there seems to be little evidence. One suspects that possibilities qj 
exist in some types of metal stamping, e. g., for the stamping of ¢op. 
sumer products or large volume industrial stampings, especially give, 
the data in table 4 which show a higher degree of concentration of 
establishments and employment in multiplant operations for met, 
stampings as compared with knit outerwear, wood furniture not wp. 
holstered, and commercial] printing. 

Capital requirements 

In spite of the evidence which suggests relative divisibility of plant 
and equipment in the five industries, it appears that an investment jp 
fixed equipment of some size is often required. The footwear indust 
is a special case by virtue of the equipment rental policy of the she 
machinery supplier. And in the case of knit outerwear, it is presun- 
ably possible to avoid fixed capital investment by acting as a “con. 
verter” and contracting out manufacturing operations. According to 
industry sources, knit outwear capital requirements are also effectively 
reduced, at least for some of the enterprises in this field, by the exist. 
ence of a well developed secondhand market in equipment. 

In the other three industries, however, there appear to be no such 
mitigating circumstances, as far as fixed investment requirements ar 
concerned. Fixed capital requirements in the unupholstered wood 
furniture industry are said to be high because of the number of sepa- 
rate machine operations required to turn out a piece of case goods* 
In this machinery, too, there is apparently a substantial investment 
requirement for raw materials inventory, especially lumber.” 

It was unfortunately not possible in the investigation underlying 
this paper to get access to balance-sheet data in order to obtain quan- 
titative estimates of total capital requirements for efficient operation, 
Schor has estimated that in 1947 the average asset size of firms in 
commercial printing was $253,000, in knit goods $603,000, and in 
footwear $803,000. He also gives a figure of $437,000 for the com 
bined wood and metal furniture industries.** Minimum or optimal 
requirements cannot be inferred from these estimates. Bain says that 
$500,000 is the minimum investment for an optimum-size shoe plant, 
although his estimate seems to be for the production of men’s lov. 
priced shoes, which are products of larger-scale manufacturing than 
is the case with other kinds of shoes. ** The effective equity capital 
requirement for successful operation in the industries mentioned by 
Schor and Bain would, of course, be probably quite a bit less even if 
their estimates of total capital needed were to be taken as optimal. 

It is of some interest to recall from table 2 that small firms (though 
not the smallest) in the major industrial groups, printing, and pu 
lishing, did very well by comparison with small firms in the other 
industrial groups. Both total and fixed capital requirements for sut- 
cessful operation would, on this basis, seem small for commercial 
printing by comparison with the other four industries being studied, 


2 Cf. Davis, op. cit., ch. IV. 

2 Ibid. 

24 Cf. Schor, op. cit., appendix table E-3. The comparable figure for All Manufacturing 
was $1,459,000. 

2% Bain, op. cit., p. 157. 
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ysofar as the data for the broader industrial classifications have any 
nificance here. From the information available on knit outerwear, 
mupholstered wood furniture, and shoes, moreover, capital require- 
wents for successful operation do not seem to be inordinately high. 


(Conclusion 


The conclusions which seem to be derivable from the analysis in 
this section are, first, that plant and equipment characteristics do not 
generally favor larger enterprises in the five industries being studied ; 
geond, that there is some indication of economies in management 
tilization with larger enterprises, notably in the footwear industry ; 
wd third, that capital requirements for efficient operation, while 
rariable as among the five industries, are perhaps lower than in most 
other branches of American manufacturing. These conclusions must 
be regarded as highly tentative in view of the fragmentary data upon 
which they are based. Also, as far as explaining the survival of 
gall business in the five industries is concerned, the conclusions are 
gymewhat limited. For this reason in particular we now turn to 
an examination of the other circumstances which were noted in the 
gneraly analysis of circumstances favorable to small manufacturing 
aiterprise as being pertinent to the question of small-business survival 
and prosperity. 


INFLUENCE OF MARKET ENVIRONMENT 


Geographical segmentation of markets 


In table 5, data on the location by region of all establishments (in- 
duding those with 20 or more employees) in the 5 sample industries 


ae summarized. These data show that 2 of the 5 industries—com- 
mercial printing and wood furniture—are relatively widely distrib- 
uted throughout the country; there is some slight tendency toward 
geographical spread in the location of metal-stamping establishments. 

Since apparently neither raw material nor labor market considera- 
tions account significantly for the geographical dispersion of these 
industries, one would infer that a natural geographical segmentation 
of the respective markets for at least some of the products of these 
industries is the appropriate explanation. Past industry studies bear 
out this inference for commercial printing and, although it is a com- 
paratively recent phenomenon, for the wood furniture industry. As 
was mentioned earlier, there has been a growth of enterprises doing 
business more or less on a national basis in the commercial printing 
industry. By and large, however, commercial printing is a non- 
standardized short-run operation for local customers who are unable 
or who find it uneconomical to overcome the communications and 
sheduling problems connected with doing business over great 
distances.?¢ 

There are, of course, some very predominant locational centers in 
the wood furniture industry, presumably because of the location, 
present or past, of raw materials, such as lumber, and/or the neces- 
sary skilled labor supply. On the other hand, furniture buyers, 
especially the retail establishments, are said increasingly to prefer 
todo business with furniture establishments which are located close 


*Cf. Brown, loc. cit., pp. 121 ff. 
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by.?” Both the increased speed of delivery and the resulting lowe 
freight charges are responsible for this preference, which has beep 
important in the movement of the furniture industry away fro 
older centers. 


TABLE 5.—Distribution of establishments by region, selected manufacturing 
industries, 1954 








| 
Knit outer- Footwear Wood furni- | Commercial Metal 
wear manu- (except ture (not printing Stamping 
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1 See table 1, footnote 1. 
Source: 1954 census of manufacturers. 


In the case of the metal-stamping industry the observed tendeney 
toward geographic dispersion is probably to be attributed to the 
need for some coordination between stamping establishments en- 
gaged in the production of relatively nonstandardized products for 


industrial users and their customers as well as to transportation cost 
factors affecting all types of stampings. Shipments data sug 

that this is the case and that, therefore, geographical considerations 
are significant in determining the size of at least some metal-stamping 
establishments. It seems significant that the Pacific coast region, 
which includes important industrial areas and a large population, 


ranks third among the regions with respect to metal-stamping estab- 
lishments. 


Product differentiation 


In the two industries in which geographically dispersion is less, 
(knit outerwear and footwear, except rubber), it is well known that 
consumer preferences for distinctive style are important influences 
on demand and hence upon industrial structure. The fact that these 
preferences are volatile and subject to manipulation through rela 
tively simple product differentiation by producers make for easy entry 
into (and exit from) the industry, other things being equal, and also 
for relatively short production runs. The “sweater trade” and wom- 
en’s shoes are notable for having these characteristics. 

In the case of wood furniture, consumer preferences are apparently 
more invariant. However, they call for many distinctive styles and 
types of case goods, and manufacturers tend to specialize in one of 
a very few items. Davis intimates that this specialization is due to 


27 Cf. Davis, op. cit., p. 72. 
2 Cf, U. S. Bureau of the Census, U. S. Census of Manufactures, 1954, Industry Bulletin 
MC-34 D, Metal Stamping, Coating, and Engraving (1957), table 6 B, 
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; desire on the part of the manufacturers to avoid the complexity 
of multiproduct operations, as well as a need for outside capital, both 
of which would weaken traditional proprietary and family control.” 
Specialization by most manufacturers give the individual firm some- 
thing of a natural market advantage, at least in the short run. Also, 
ss has already been noted, the local case goods manufacturer is in- 
geasingly favored by buyers. 

No investigation was made of the relationship between changes in 
the level of general business conditions and the product demands of 
the five industries. However, style goods in knitwear, shoes, and 
furniture are likely to be rather sensitive to changes in business con- 
ditions. The demand for job printing, insofar as it is derived from 
the demand for advertising and from internal operations of business 
firms, is likely to have the same characteristic. And the demand for 
metal stampings should very markedly with business conditions, ex- 
ept for that part of the demand which is accounted for by defense 
production. 

All of the five industries hence operate in product markets which 
appear to be significantly segmented, either geographically or prod- 
uctwise, and in which demand might be expected to fluctuate consid- 
eably over time. Such conditions favor smaller scale operation or, 
perhaps more accurately, disfavor larger enterprises unless the latter 
are able effectively and economically to operate on a diversified basis. 
It is perhaps of some significance here to note that, except in a rela- 
tively small number of instances involving standardized items, prod- 
uct differentiation in the five industries is not usually achieved 
through advertising directly to consumers as is ordinarily the case 
in the “mass production” industries, such as automobiles and cigar- 
etes. Rather the essential ingredient for achieving market position 
in the five industries seems to be existence of substantial business of 
what might be best described as a custom nature. 


Access to raw materials 


There has been very little vertical integration backward in the cases 
of the five sample industries. In general the sources of major raw 
material supply for the industries would appear to be difficult for 
individual companies in the industries to control. 

Knitting yarns, except for the synthetics, tanned leather, lumber of 
the types which are used in furniture, and coated paper stock are all 
commodities which are bought and sold in relatively competitive mar- 
kets. In the case of the synthetic knitting yarns used in knit outer- 
wear, paper of the newsprint variety, and primary metal stocks, the 
sources of supply are more highly concentrated.** However, in none 
of these cases is there substantial forward integration into the domains 
of the respective sample industries. 

It is perhaps relevant to recall that there is effective supplier 
financing in the case of shoe machinery. Also there is supplier finane- 
ing of equipment and raw materials for the wood furniture industry. 





*Cf. Davis, op. cit., ch. VI. 

*Cf. Furniture—Stronghold of Small Business, Business Conditions (Federal Reserve 
Bank of Chicago, June 1956), pp. 5 ff. 

"Cf. U. S. Federal Trade Commission, op. cit. 

*=Cf. Furniture—Stronghold of Small Business, op. cit 
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Access to capital 


The question of access by small business to money capital is very 
difficult to answer in any absolute sense. It does seem important, 
however, to attempt to assess the position of the sample industries with 
respect to the availability of outside financing. 

Special credit agencies in the form of factoring institutions provide 
short-term financing of accounts receivable for the several apparel 
trades and for furniture. Other agencies, including the commercial 
banks, are also known to have developed special arrangements for the 
short-term financing of these industries.** In the case of the other 
three industries presumabily most short-term financing is done by the 
commercial banks. 

Data are not available in appropriate detail on the activities related 
to small-business financing by agencies of the Federal and State Goy- 
ernments, and especially the Small Business Administration, to ascer- 
tain whether any of the five industries studied was particularly 
favored by their activities. There is a possibility that more than aver- 
age financing support benefited the stamping industry. 

As in all other industries, plant and equipment necessary for start- 
ing business is usually financed predominantly out of the private say- 
ings of the entrepreneur and his acquaintances in the case of the shoe, 
furniture, and commercial printing industries, with, of course, the ex- 
ception of shoe machinery.® 


Conclusion 


There would appear to be a number of market influences favorable 
to small enterprise in the five industries, although the quality and 
quantity of the information on which this conclusion is based is by 


no means without important shortcomings. As far as product mar 
kets are concerned, all of the industries except metal stamping appear 
to be protected effectively by either geographic or product segments- 
tion of these markets. 

And in the case of metal stamping there is some suggestion that 
segmentation is attainable both out of geographic considerations in 
the case of certain industrial end products and, perhaps more impor- 
tant, out of product improvements achieved through research. 

The situations of the five industries are more diverse as far as their 
access to the various productive agents are concerned. Important raw 
materials for shoes, knit outerwear, commercial printing, and unup 
holstered furniture are purchased in competitive markets. It might 
be argued that this is not the case with other raw materials, such as 
those used in metal stamping. Also, the unupholstered furniture in 
dustry is favored by supplier financing. The footwear industry i 
clearly favored over the other industries in the sample by virtue of the 
rental policy of the machinery producer. The existence of financial 
institutions for the factoring of accounts receivable is a distinct advan- 
tage in the case of the knit outerwear and unupholstered furniture 
industries. 


% Roy A. Foulke, The Story of the Factor (Dun & Bradstreet, 1953), pp. 15 ff. 

“Cf. R. J. Saulnier et al., Federal Programs of Lending, Loan Insurance and Loa 
Guaranties (National Bureau of Economic Research, 1957), appendix B. 

*Cf. C. L. Merwin, Financing Small Corporations (National Bureau of Bconomit 
Research, 1942); Davis, op. cit.; Brown, loc. cit.; Laurence Bridge and L. B. Holmes 


Capital Requirements of New Manufacturing Firms, Survey of Current Business (April 
1950), passim and table 4. 
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SUMMARY AND CONCLUSIONS 


To the extent that smaller enterprise has survived and prospered 
in the five industries studied, the explanation would seem to be that 
onditions were generally favorable in those industries for small-busi- 
ness operations. Investigation of the five industries with respect to 
the characteristics set forth as being favorable to small enterprise 
suggests that they tend to be descriptive of conditions which prevail 
inthese industries. 

It does seem true that certain of these conditions are more com- 
mon than are others. For example, plant and equipment seemed to 
be relatively divisible in all cases, and products for one reason or 
mother seemed generally to offer a place for the smaller enterprise. 
It was observed, on the other hand, that in some cases at least, notably 
footwear, specialization has favored multiplant operations as well as 
independent small plants. Some of the industries studied, moreover, 
ippeared to have more favorable conditions of access to the productive 
agents than others. An example here would be the existence of sup- 
plier financing for the furniture industry or, in a more remote sense 
of the phrase, productvie agent, the existence of factoring institutions 
for the apparel trades, including knit outerwear, and for furniture. 

It could almost be argued that the differences in conditions prevail- 
ing in the several industries are as important as the similarities. For 
example, geographical factors appear to help the market position of 
the small commercial printing enterprise, the complexity of consumer 
preferences that of the small knit outerwear firm, and a combination 
of geography and general producer disinterest in multiproduct fur- 
niture operations the position of the smaller case goods manufacturer. 
These are important differences in that they suggest ultimate differ- 
ences in the basis for past and current small-business dominance in 
the industries studied, even where the otherwise justifiable simpli- 
lieations of economic analysis suggest similarities. In any projection 
into the future of the role of small business in the industries studied, 
this complexity of underlying forces certainly would have to be 
remembered and dealt with in appropriate detail. 

The conclusions of this paper are, of course, limited rather severely 
by the paucity of certain necessary information and by questions of 
applicability surrounding some of the data which have been used. 
These problems have been pointed out above as they have been encoun- 
tered in the course of the analysis. However, it might be observed 
further that in the case of some of the conditions studied, in particular 
the availability of financing to the five industries, a great deal of 
basic data are not available. 





11. EFFECTS OF LONG-RUN SHIFTS IN DEMAND FOR 
FINAL PRODUCT ON THE POSITION OF SMALL BUSI. 
NESS * 


INTRODUCTION AND SUMMARY 


Analysis of the effects of long-run shifts in demand on the position 
of small business should consider 3 dimensions of simultaneous 
change: (1) the balance among the main sectors of demand, notable 
the changing ratio between Government and consumer purch 
(2) internal shifts in the composition of the major sectors of dem 
and (3) changes in the relative position of small business in specific 
product and service lines, The present paper constitutes a selective 
consideration of changes on the first two levels, with very little atten- 
tion to the third.? 

The aggregative sectors discussed are those of consumer and Govern- 
ment purchases. Export and investment demands are not explored. 
Consideration of changes in the methods of production to meet given 
final demand is also omitted. These self-imposed limitations were 
necessary because of the wide range of the general topic. The result- 
ing discussion should be viewed as an essay in a treacherous, but 
sibly promising, direction: An attempt to sketch some of the links 
between changes in final goods wanted by the community and the rela- 
tive roles of small and large business units. 

The empirical material used here starts from the side of demand 
and proceeds by associating particular industries with smaller or 
larger firms. Different bases of selection among industries are used 
in different contexts, depending on the nature of the data available. 
In the following section, manufacturing industries are ranked with 
respect to the importance of small firms on the basis of the proportion 
of total value added by establishments with less than 500 employees. 
The furniture industry is considered to be more nearly associated with 
small concerns than the transport equipment industry, because the 
stated proportion is 79 percent in the first instance and 11 percent in 
the latter. 

When dealing with Federal Government procurement, the term 
“small business” is used as defined by the Small Business Administra 
tion. For manufacturing, it includes substantially all firms with 
fewer than 500 employees, and larger firms with a maximum of 1,000 


1 By John Sheahan, Williams College. 


John B, Sheahan holds a bachelor of arts degree, Stanford University, 1948, major in 
economics ; and a doctor of philosophy degree in economics, Harvard University, 1954. Spe 
cial field: Industrial organization. Thesis: Competition Versus Regulation as a Pol 
Aim for the Telephone-Equipment Industry. His professional experience was as econom 
analyst, European Cooperation Administration and encceseor agencies, Office of the United 
States Snecial Representative in Europe, Paris, 1951-54. Teacher, department of et 
nomics, Williams College, September 1954 to present. Rank: Assistant professor. Public 
tions: Integration and Bxclusion in the Telephone-Equipment Industry, Quarterly Journal 
of Beonomics, May 1956; and International Specialization and the Concept of Balanced 
Growth, accepted for forthcoming publication by the Quarterly Journal of Economics, Cut 
rent research: Pricing practices of firms and their effects on economic stabilit 


?See study 9 (Markham), p. 197, on the changing small business position within 
industries. 
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employees if they can be certified as independently owned and not 
dominant in their industries. For nonmanufacturing industries, con- 
erns are included if they meet the above requirements and also “fur- 
nish the product of a small manufacturer or producer.” ® 

It will readily be appreciated that the identification of a particular 
industry with small business is a procedure replete with pitfalls. On 
the one hand, the methods of classification used represents an arbitrary 
choice. More importantly, the nature of the approach overemphasizes 
the effect of demand changes in determining the relative position of 
the small business. It assumes that shifts are favorable for small 
firms if demand alters toward food, clothing, personal services, furni- 
ture, and housing, and unfavorable if defense procurement places in- 
creasing weight on missiles and less on uniforms, However, growth 
of small business very much depends in every case on whether the 
small or the larger concerns are more effective in meeting new as well 
as larger demands, and this can hardly be deduced with confidence 
from data on the present share of small establishments within exist- 
ing industries. 

Biven the necessity of caution in interpretation, it remains fairly 
dear that demand trends have not on balance been favorable for 
smaller firms. Analysis of data on output composition in 1929-56 and 
more particularly for the most recent decade suggests that in both 
periods (a) the manufacturing industries more closely associated with 
small concerns grew much less rapidly than total manufacturing, and 
(6) manufacturing as a whole expanded more rapidly than the com- 
bined “small business” fields of trade, construction, and services. None 
of the latter fields expanded so rapidly as manufacturing during the 
entire 1929-56 period, but the construction and service industries taken 
separately did grow more rapidly between 1947 and 1956. 

he section “Consumer Demand” reviews trends in the composition 
of consumer expenditures since 1909. The changes observed have 
been more favorable for industries in which larger firms predominate, 
but not nearly to the same degree as noted for the changes in total 
output. Earlier trends toward decreasing relative expenditures on 
food and housing, which held for the period 1909-29, seem to have 
been reversed since then more by basic than by cyclical forces. Basic 
behavioral changes with respect to size of family, the development of 
suburban living, increasing folichre time, and education, are considered 
in this context. The necessarily brief survey suggests that it would 
be more realistic to predict demand changes in directions favorable 
for small firms than to extrapolate past trends. The degree of such 
changes will be strongly affected by public policy measures, in par- 
ticular the degree of success in assuring an environment of confidence 
in employment opportunities and rising incomes through economic 


expansion. 

The role of Government expenditures in altering the relative posi- 
tion of small firms is considered next. The major increase in defense 
expenditures constitutes an important part of the explanation for the 
trend since the 1930’s in output composition unfavorable to small con- 
rms. ‘The role of small business in defense production is less signifi- 
tant than in manufacturing generally, and may well become weaker in 


‘U. S. Small Business Administration, Seventh Semiannual Report 1956, pp. 387-9. 
(Cited hereafter as SBA, seventh report, or reports as numbered. ) 
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the future if recent trends in the composition of military expenditung 
continue. Small firms do gain from subcontracting. As far as cap 
be determined from existing data, however, subcontrac ting does not 
seem to reverse the conclusion that the small-business share ‘of defense 
production is lower than its share of civilian output. 

Spending on nondefense goods by the Federal Government, and by 
State and local governments, is highly favorable for small business, 
The share of small firms in purchases by civilian executive agencies of 
the Federal Government is roughly two and one-half times their shar 
of military prime contracts. On the State and local lev els, two-thirds 
of all expenditures are for construction, in which small business haga 
solid position. Insofar as expenditur es of Government civilian fune- 
tions increase, the small-business position is likely to be improved, 

Economic ch: inge is likely to open new opportunities for small firms 
in many individual industries and to reduce them in others. The 
flexibility, personal direction, and lower capital intensity of small 
firms should in general work in favor of their successful adaptation to 
shifts in demand. Their ability to adapt is, however, strongly af- 
fected by public policy. There is wide scope for improving the! health 
of small firms by measures reducing entry barriers in expanding fields, 
whether the barriers are created by practices of larger firms in for. 
closing strategic markets or by restrictive legislation intended to 
protect established small firms. 

The main factor favorable to small business since 1940 has been the 
fairly steady expansion of real income. Increasing markets created 
by rising income provide new openings and enhance the ability of all 
firms to ‘adapt to change. Postwar prosperity has aided particularly 
small firms in construction, and enabled them to regain ground lost in 
the depression. It has encouraged State and local expenditures o 
public services in which small business participates strongly. 

Higher levels of real personal income may also have been an impor- 
tant factor shaping family spending and the structure of consumer 
demand. In the long run, rising incomes should promote diversity of 

tastes and thereby favor relatively specialized provision of goods and 
services. While there have been signs of such a tendency in recent 
years, there has been no marked trend of this nature. Consumer buy- 
ing habits are not determined by preferences established independ: 
ently of social institutions. The institutions of advertising and brand 
identification systematically bias consumer choices in directions mor 
favorable to the larger firms which do the bulk of product advertising. 
The quantitative importance of this factor is not established but the 
direction of bias is clear. It should not be ignored in considering 
relations between demand trends and small business, or in formulating 
public policy. 

CHANGES IN COMPOSITION OF OUTPUT 


The present section constitutes a review of major changes in the rel 
ative importance of United States industries in the period 1929-06, 
with an attempt to relate these changes to the position of small bus: 
ness. The first part is concerned with changes in manufacturing; the 
second part with the relationship of changes in manufacturing to thos 
in economic sectors more favorable for small business. The assump 
tion throughout is that there are fairly persistent differences in the 
comparative advantages of small concerns among industries, so that 
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output trends by industry can be meaningfully associated with gains 
5 losses for small firms. 


Manufacturing 


In manufacturing as a whole, small business clearly operates under 
disadvantages as compared to other economic sectors. Manufacturing 
accounts for about 30 percent of the national income, and contains only 
{percent of the total population of business firms.* But within manu- 
facturing, small business has a fairly strong position in such cate- 
gories as apparel and food products, and a decided disadvantage in 
such lines as primary metals and transportation equipment.® 

The nature of differences in the relative share of small concerns in 
individual industries is a complex question, but the core of the issue 
is the presence of absence of substantial economies of scale. The ap- 

arel industry provides a good example of an industry in which small 
as have no significant production disadvantages: the rate of return 
decreases with increasing asset size through practically the whole 
range of the data. The 1954 Census of Manufactures indicates an 
average value added per establishment in this industry of $164,031, 
which is only 40 percent of the figure for all manufacturing.’ In 
contrast to this field, returns to manufacturers in tobacco production 
increase with scale across the whole range of the available data; in 
dectrical machinery and in automobiles they remain approximately 
constant after reaching a fairly high minimum.’ From another point 
of view, small firms may be linked systematically to industries, such 
as apparel, “where raw materials are unstandardized or constantly 
changing; where the processes involved are in continual flux; where 
the end product is not standardized.” *® Given differences among in- 
dustries in such respects, it is to be expected that widely varying in- 
dustry growth rates may well alter significantly the balance between 
large and small firms. 

In order to establish some basis of generalization as to the effects of 
output trends on small business in manufacturing, it is useful to divide 
industries into two groups on the basis of the relative position of 
smaller firms in each. The particular basis of division used here is 
the percentage of total value added in each industry by establishments 
with less than 500 employees. The share of smaller establishments so 
defined for all manufacturing in 1954 was 49.2 percent. Table 1 fol- 
lowing lists the industries for which the share of the smaller establish- 
ments was above this figure. The growth trend for this group of 
industries is compared to that for the rest of manufacturing, on the 
basis of their respective contributions to national income since 1929.%° 





‘Survey of Current Business, July 1957, table 13, p. 16, and table 1, p. 3. 

‘For data on the distribution of firms by size among manufacturing industries as of 
1989, see A. D. H. Kaplan, Small Business: Its Place and Problems (McGraw-Hill, 1948), 
ch. 3, especially table 13, p. 37 ; for recent trends, see study 9 (Markham). 

*Kaplan, op. cit., chart 76, p. 98. 

‘U. 8S. Bureau of the Census, 1954 Census of Manufactures, general summary, Bulletin 
MC-201 ; computed from table 2, p. 4. 

*Kaplan, op. cit. See also study 9 (Markham) and study 7 (Duesenberry). 

*R. Vernon, Production and Distribution in the Large Metropolis, Annals of the Ameri- 
can Academy of Political and Social Science, November 1957, p. 23. 

““National income originating in each industry is the sum of factor costs incurred by 
the industry in production. Hence, it is the net value added to production by the industry, 
Measured at factor costs. In the business sector of the economy * * * it is equal to the 
excess of the market value of the industry’s product and the subsidies it receives over the 
sum of the following costs: purchases of goods and services from other enterprises, indirect 
business tax and nontax liability, business transfer payments, and capital consumption 
charges.” U.S. Department of Commerce, National Income, 1954 Edition, note 1 to table 
13,p.176. (Cited hereafter as National Income.) 
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For the industries listed in table 1, establishments with less than 
500 employees produced 70 percent of value added in 1954. For alj 
other industries, this size class accounted for only 31 percent of valu 
added. The listed industries, within which the small-business Position 
appears to be particularly favorable, expanded at a rate slightly les 
than half that of all other manufacturing industries. The contrast 
in growth rates was not significantly different whether considered for 
1929-56 as a whole or for the 1948-56 period. This suggests that the 
overall trend in relative expansion among industries was not favorable 
for smaller firms. 

The basis of classification used in table 1, and the particular meas. 
ure of growth, have no claim to validity over other possible measures 
An alternative method of comparison attempted before drawing up 
table 1 was to group industries on the basis of average value added 

er establishment. On the basis of this measure, the paper and textik 
industries dropped from the list, and differences in growth rates be. 
tween the two groups decreased moderately. Further alternatives 
deserve consideration if the general approach is to be accepted as 
illuminating. In particular, the use of three-digit census industries 
would be preferable to the broader categories used here. 

Important conceptual questions should be considered in assessing 
the general conclusion suggested by table 1. Industry classifications 
depend on value added per establishment, with no reference to the 
role of independent eniall firms. Furthermore, the relationship be 


tween industry growth and relative firm size is complex, but in gen- 
eral rapid industry expansion should have the effect of raising average 
size. Rapid industry growth, however, need not increase average 


firms size at all if there 1s no disadvantage to entry by small concerns, 
Moreover, if establishments with less than 500 employees account for 
a significant share of value added in an industry, and it is feasible 
for new small concerns to enter, the industry should be considered 
favorable for small business regardless of the current ratio of inde 
pendent firms to establishments. To some extent it must be true that 
larger average-firm size in more rapidly growing industries reflects 
successful expansion of concerns that would have been smaller if 
the industry had expanded less rapidly. Only a thorough study over 
a long period of changing firm size in industries with different 
growth rates can provide an answer to the question of relationship 
between average size of concern and growth of the individual industry. 
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TaBLE 1.—‘“Small business” industries within manufacturing (industries in which 
the proportion of value added by establishments with less than 500 employees 
was above the average for all manufacturing in 1954) 
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value added by national! income orig- 
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1 Subdivisions of the furniture and lumber industries were changed between these industries in 1947 so 
data for each considered individually are not comparable for 1929 and 1956. Since both are included among 
the listed industries, the differences should not affect conclusions indicated by the total for all 
listed industries. 

? The subdivisions of ‘‘metals, metal products, and miscellaneous”’ were redefined in 1947, making data for 
constituent industries noncomparable for 1929 and 1956. Therefore, the 1929 to 1956 comparisons omit 
these categories both from “‘listed” and “other” industries. (They are included in ‘all manufacturing.’’) 
These industries are included, on the current basis, for all comparisons of 1948 and 1956. 


Sources: Distribution of value added by number of employees from U. S. Bureau of the Census, 1954 
census of manufactures, Bulletin MC-203, table 1; national income data from U. S. Department of Com- 
merce, National Income, 1954 edition, table 13, pp. 176-177 and Survey of Current Business, July 1957, 
table 13, p. 16. 


The data in table 1 seem to contradict conclusions arrived at in 
several studies of concentration, which are widely interpretated as 
showing that concentration in manufacturing has not increased sig- 
nificantly during the 20th century." In addition to the preceding 
reservations, it must be emphasized that it is perfectly conceivable 
for small firms to have improved their position within industries suf- 
ficiently to offset adverse changes among industries. But two further 
_ of the a se difference in results deserve attention. 

n the first place, studies of long-run changes in concentration 
cover the period up to 1947 only, and fairly marked increases have 
occurred then.” In the second place, changes in concentration need 
by no means reflect exactly changes in the relative position of small 
business, as illustrated by the following hypothetical example. Con- 
sider 2 industries, one consisting of 1,000 small concerns and the other 
of 4 large firms, with output initially equal in the 2 industries. As- 
sume that, over time, output of the first industry remains constant 
while that of the second doubles, with four large firms entering the 
industry and accounting for most of the output gain. The market 





“4M. A. Adelman, The Measurement of Industrial Concentration, Review of Economics 
and Statistics, November 1951, pp. 269-296; G. W. Nutter, The Extent of Enterprise 
sa in the United States, 1899-1939 (University of Chicago Press, 1951). 

4U. 8. Congress, Senate, Committee on the Judiciary, Concentration in American Indus- 
wrnore of the Subcommittee on Antitrust and Monopoly, 85th Cong., 1st sess., July 12, 
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share of the 4 largest firms would then be unchanged in the first and 
lower in the second industry, and also lower in the 2 industries com- 
bined. Concentration, as measured on this basis, would move in a 
direction opposite to the basic change in the relative position of small 
firms in the 2 industries combined. The permutations of the pos. 
sible measures of concentration and the difficulties attendant on each 
approach can be multiplied indefinitely.* The essential point is that 
concentration ratios need not accurs itely reflect changes 1 in the relative 
position of small business: Existing concentration data provide no 
disproof of the general conclusion above that output cseesile in manu. 


facturing have been unfavorable to the relative position of smaller 
firms. 


CHANGES IN THE RELATIVE ImportTANCE OF Magor Economic Sectors 

The economic sectors which may be most closely identified with 
small business are construction, trade, and services.’* “Services” are 
here intended to refer to the collection of activities identified under 
this title by the Commerce Department in its allocations of national 
income by source: They include, in addition to personal services, also 
hotels and other lodging places, amusements, legal and medical serv- 
ices, and a variety of business services other than finance.” They do 
not here refer to finance, transport, communications, and public atili 
ties, or to Government. 

For the period 1929-56, total national income increased 291 percent. 
To this period national income originating in manufacturing increased 

394 percent. None of the sectors where small firms are prevalent ex- 
panded so rapidly as manufacturing. National income originating 
in contract construction rose 365 percent, that in trade 333 percent 
and that in services 244 percent. The combined growth of these 3 
sectors was 304 percent, just slightly over three-fourths of the growth 
rate of manufacturing.’® 

Between 1929 and 1939 the contribution to national income of con- 
struction, trade, and services combined actually decreased, while that 
of manufacturing rose slightly. The postwar prosperity has been 
more favorable for sectors in which small firms are concentrated. 
From 1947 to 1956, the dollar value of national income originating in 
manufacturing increased 84 percent, while that in construction rose 
111 percent and in services 88 percent. Retail and wholesale trade 
did not keep pace in part, presumably, because some of the increase 
in Government purchases bypassed trade channels; their increase 
was only 55 percent, and this held the combined increase for con- 
struction, trade, and services down to 72 percent. Again, though by 
a much narrower margin, manufacturing expanded faster than the 
(combined) sectors more closely assoc iated with small firms. 

The preceding discussion has used very rough approximations for 
dealing with complex questions. Much more detailed analysis would 
be necessary to permit any high degree of confidence in the results 
In particular, the possible effects of differential price movements for 
products of individual industries should be investigated. The broad 
conclusion is fairly clear, however: For the last three dec: ades, trends 
in the composition of output were not favorable for small business. 


13 For a careful discussion of the implications of various measures, see Gideon Rosenbluth, 
Measures of Concentration, in National Bureau of Economic Research, Business Concentra 
tion and Price Policy (Princeton U niversity Press, 1955). (Cited hereafter by title.) 

144 Kaplan, *. cit., chs. 2-3. 

16 National Income, table 13, pp. 176-177, and exhibit 1, p. 66. 

16 Tbid., and Survey of Current Business, July 1957, table 13, p. 16. 
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CHANGES IN CONSUMER DEMAND 


Observable changes in consumer demand, as measured by dollar 
apenditures, have been roughly consistent with the directions of 
output change as discussed in the preceding sections: i. e., relatively 
more favorable for expenditures categories associated primarily with 
larger firms. The present section describes briefly data on expendi- 
ture patterns since 1909 and then considers some structural factors 
which may be acting to alter the trend of consumer demand in direc- 
tions more favorable for small firms. 


Historical consumption patterns 


The 20th Century Fund review of consumption since 1909 per- 
mits some deduction in general terms of the effects of long-run de- 
mand changes on small business.’’ In table 2, which is Saad on 
expenditure categories used in this study, expenditure categories that 
are considered to be associated with smaller firms are compared with 
those which larger firms dominate. The grouping of expenditure 
categories is arbitrary, and the categories themselves are very broad. 
The table omits completely several types of expenditure which are 
aither outside the intended scope of the present inquiry or too hetero- 
geneous to permit any defensible association with size of firms. The 
omissions include financial and legal expenses, medical care and in- 
surance, domestic service, education, and private welfare expenditures. 
The omitted categories accounted for 16.2 percent of consumer ex- 
penditures in 1909 and 15.1 percent in 1952. 


TABLE 2.—Distribution of consumer expenditures, selected years, 1909-52 




















[Percent] 
Category 1909 | 1929 | 1947 | 1952 
Categories considered to be more nearly associated 
with small firms: | 
Food and nonalcoholic beverage........-.--- — 25. 57 24. 36 | 28. 83 | 29. 21 
Clothing and personal services... _....___- 14. 85 14.7 15.10 | 12. 51 
Rent and imputed rent ---- et ee ee 19. 31 | 14. 14 8, 82 11.01 
Recreation - _. . 2. 98 | 4.75 | 5. 22 | 4.81 
Furniture oe - 4 ‘s | 4.27 | 4. 58 5.11 | 4.93 
Household cleaning and repair......_-- 90 1.00 1. 04 | 89 
Total...... Ramnthetenbel> hie<dahiete kan | 63.58} 64.12 62. 86 
a considered to be less closely related to small | wiih Se | 4 | ; 
rms: 
Transportation__._- ’ ls . 5.17 7.19 | 9. 37 | 10. 99 
SS canine . ail oad J 6.25 | 2. 48 | 5. 36 4.07 
Tobacco... 2.18 | 2.10 | 2. 34 2. 36 
Utilities____ puerses 1.25 | 1.73 1.61 2. 00 
Communications. - 60 | 1.06 1. 33 1. 59 
Mechanical appliances - - - - 50 | . 95 1. 68 1.11 
a. .022-->2 15.95 | 15. 51 21. 69 22.12 
Omitted categories (see text). ....._._..- : 16.17 | 20. 91 | 14. 19 15. 02 
| "00.00 / 100.00 | 100.00 


All categories..........__- a | "100.00 | 





Source: Twentieth Century Fund, America’s Needs and Resources, A New Survey (Fund, 1955), ap- 
pendix 4-5, pp. 984-986. 


The tenuous nature of the classification system used in table 2 pre- 
dudes any strong inference. The result does suggest that consumer- 
demand trends worked slightly more favorably for larger firms; the 
—_—_—_————— 


"Twentieth Century Fund, America’s Needs and Resources, a New Survey (Fund, 1955). 
(Cited hereafter as America’s Needs and Resources, ) 





242 FINANICING SMALL BUSINESS 


second group of expenditure categories increased from 16 to 22 percent 
of total consumption between 1909 and 1952, while the first group fel] 
from 68 to 63 percent. The most important changes in group favor. 
ing small concerns were the increases in relative expenditures for food 
and recreation, and the decreases for rents, clothing, and persona] 
services. In the other group, the rise in transportation expenditur 
dominates the result. 

The major decline in relative expenditure on rent is most difficult 
to relate directly to effects on firms. Residential construction does 
heavily involve small firms, but rents cannot be linked very directly 
to such expenditures. The latter show such extreme fluctuations that 
the concept of a trend becomes almost empty. Still, the expenditure 
pattern probably does indicate a genuine relative decline in demand 
for housing services with rising incomes, and should be interpreted 
as a structural change in a direction unfavorable for small firms* 

More detailed analyses of consumer expenditure changes are avail- 
able for the period since 1929.1 They provide raw material for 4 
much more extensive investigation of the recent relationships of de- 
mand trends and small business than can be attempted here. Rather 
than review these studies, the following discussion centers on trends 
in one particular type of consumption that seems to be closely related 
to smal] business; namely, consumer services. 


Consumer demand for services 


Consumer demand for services increased more rapidly than demand 
for goods in the period from the Civil War to the depression, but the 
evidence since 1929 is very mixed. 

Kuznets’ study of output from the decade 1869-78 to that of 1929-38 
reveals an increase in the service share of total consumption from 
26.21 to 38.02 percent. Expenditures on services other than rents 
rose more rapidly than consumer services as a whole.”” But Commerce 
Department data for the period since 1929 suggest that this upward 
trend may have weakened. Expressed in constant 1947 dollars, the 
ratio of service expenditures to total consumption declined from 0.338 
in 1929 to 0.317 in 1947 (when some services had not yet recovered 
from wartime manpower and equipment shortages) and rose again to 
0.333 in 1956.%" The recent growth of services appears very striking, 
but only if attention is confined to the last few years.?? 

The stability of aggregate services relative to total consumption for 
1929-56 conceals a wide variety of different growth rates for individ- 
ual service fields. The individual fields vary considerably in their 
relevance for small business. Selected types of consumer services, 
with their expenditure figures for 1929 and 1956, are given in table 3. 
Many Commerce Department service categories are omitted from this 
list, either because they are primarily financial and excluded 
intent from the present study, or because they are not supplied pr- 


48 Tbid., ch. 2. 

1% See especially the Commerce Department studies by Louis J. Paradiso and others su 
marized in America’s Needs and Resources, appendix 4-6; Louis J. Paradiso and Clement 
Winston, Consumer Expenditure-Income Patterns, Survey of Current Business, September 
1955; Elizabeth Gilboy, Elastictiy, Consumption, and Economic Growth, American Ee 
nomic Review, May 1956, pp. 119-133. 

20 Simon Kuznets, National Product Since 1869 (National Bureau of Economic Researth, 
1946). table III-9, pp. 142-143. 

“Survey of Current Business, July 1957, table 2, p. 9, and table 40, pp. 24-25. Se 
discussion of this stability of consumption patterns in National Income, p. 4. 

2 Cf. Paradiso and Winston, op. cit., for discussion of the period 1947-54, in whic 
many service categories grew Very rapidly. 
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marily by business firms. Omitted fields include financial services, 
rofessional and noncommercial services, personal servants, and hous- 
ing other than transient rentals.* The remaining list is subdivided 
into two groups, of which the first (group A) includes services more 
dosely related to small business. Although many of these service 
felds obtain a great deal of their receipts from business sources, only 
consumer expenditures are included here. 


Taste 3.—Selected categories of consumer expenditures on services, 1929 and 1956 








Expenditures (in 
millions of dollars) | Percent- 


Expenditure category and number ! 





GROUP A 


(3, 82: Service of automobiles, radio, and television ___.-......._.-.---.-..- 
9, 14, 15, 17: Cleaning, laundry, dress, and shoe repair_...............-.-- | 
2: Barbershops and beauty parlots....................--..----.--.------- 
$5, 87: Moving pictures; spectator sports... ............-...-........-.---- 
Derer anne Were. sil ules al beh Lece ck 
9; Hotels, motels, and tourist camps--_...-........--.---...-----.-. eat 
9: Commercial participant amusements_..--._............-......--.-.--- 
NR Ti dnb h Su dcelhdashh Spoils < dps hndscsbieiin nlp daadivite 


Total, group A__._-_- SS A ab dont sess essliee 
GROUP B 

Tne IOUMNIONE GUONMRNORE 6 ood cca cece conwgecuceesccnquueueeade 

PEE, Lncebeckel ide tttddsansddbhadonbtdbulddidudvadbucididedveds gah 

73: Intercity bus......--- eepicnk qn cosiecinantitaieaaianteRcaisil daconaialiaaainiigna sce aaeliinen 

CN Ee ee. 


ball ak Bieta Bk sok on ck ss sd wn de oti cece 
1 Numbers indicate lines used in table 30 of the sources cited. For description of groups, see text. 


eeene: ae Income, 1954 edition, table 30, p. 207, and Survey of Current Business, July 1957, 
» D. 21. 

















For all fields listed in table 3, the combined growth rate has been 
almost identical with that of total consumption. But expenditures 
by consumers in the fields included in group A of table 3, which are 
more nearly identifiable with small firms, increased less rapidly 
than total consumption between 1929 and 1956; 214 percent as against 
238 percent for the total. The economic activities included in group 
B do involve small firms, but their weight in these industries is very 
low. As an estimate of the growth rate of those consumer service 
expenditures that affect small concerns, the computation for group A 
ismore nearly relevant. 

Within group A, two fields exhibit especially rapid past growth, 
and should continue to provide rapidly expanding opportunities for 
small firms. Expenditures on repair and service of automobiles, ra- 
dio, and television increased 404 percent between 1929 and 1956, much 
more rapidly than total consumption. Such services, as a function 
of the stock of consumer durables rather than of current additions, 





“For a more inclusive study of service categories and their rates of change since 1954, 
see the detailed (and lively) papee by Robert Ferber, Expenditures for Services in the 
United States: Their Growth and Some Factors Influencing Them (paper presented at a 
conference on consumption and economic development sponsored by the Universities- 
National Bureau Committee for Economic Research, 1955). The two types of service 
expenditure showing highest income elasticity in Ferber’s analysis of cross-section data for 
1935-86 and for 1950, education and medical care, are not areas in which small firms 
operate importantly (p. 29). 
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are very likely to grow faster than expenditures on new durables 
themselves. Outlays of users of hotels and motels also increased mop 
rapidly than total consumption, and should continue to benefit from 
secularly rising travel expenditures. Small enterprises may be gain. 
ing at a greater rate than the industry as a whole in this case, be 
cause they are disproportionately wall: represented in the more dy. 
namic motel category. These two sectors alone may well pull up the 
average growth rate of the consumer-service industries, but the heayy 
weight of the slower-moving personal-service categories makes it w- 
likely that all combined will outpace the growth of total consumption, 

Benefits to small concerns from increasing service expenditures may 
lie more strongly with business services than with consumer spending, 
This question is outside the intended limits of the present paper, but 
it should be noted that the factors making for relatively rapid growth 
of business services are most impressive.** 

Underlying factors affecting consumer demand trends 

The following discussion considers a number of factors shapi 
consumer demand trends, and their possible future effects on the 
position of small business. It must be understood that these points 
are merely broad suggestions, related to a few among the many fae- 
tors determining consumer behavior. This general subject requires 
extended, imaginative investigation.**> The material used here does 
nothing more than suggest that an extrapolation of past trends is 
less likely to be correct than a forecast that these trends will alter 
in certain directions. 

One of the most important changes in behavior in the last two 
decades was the interruption of the previous long decline in birth- 
rates.2° In the postwar period, the change seems to be associated with 
an increase in the relative size of families in higher income groups” 
It must certainly have been true that declining birthrates during the 
period up to World War II contributed to the relative decrease in 
expenditures on food, housing, and clothing shown in table 2 above 
for the period 1909-29. Such expenditures continued to decrease, 
along with the birthrate, during the depression; all except clothing 
turned up strongly with prosperity. 

To the extent that more recent marriage and birth-rate patterns 
are persistent—that they reflect more than a temporary reversal of the 
postponements associated with the depression of the 1930’s—demand 
trends should operate in directions favorable to expenditure on food, 
housing, and nondurables. “From now until perhaps the late 1960's, 
perishables, soft goods, and services may be expected to enlarge their 
share of the market at the expense of the durables.” 2* These ar 
directions of change which should be favorable to smaller firms. 

Changes in the age distribution of the population are working both 
for and against the prospects of the food-clothing-housing producers 
The median age of the population moved continuously higher for 
century : from 19 years in 1850 to 30 in 1950. The proportion under 


% Vernon, op. cit., especially pp. 16-17 and 26. 
2 Cf. discussion of some related research in progress, American Economic Review, May 
1956, pp. 119-154. 
2 America’s Needs and Resources, table 17, P. 56 and discussion in ch. 3. 
c 


27 Hditors of Fortune, The Changing American Market (Hanover House, 1955), cb. 2 
esp. pp. 43-44. (Cited hereafter by title.) 


% Ibid., p. 37. 
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15 years of age declined from 15.1 to 10.7 percent, while that over 
65 rose from 2.6 to 8.1 percent.?® In the last 10 years of this period, 
the previously steady decrease in the proportion under 15 was em- 
phatically reversed, while the proportion over 65 continued to in- 
erease. ‘The unfavorable effect of a rising percentage of people over 
65 years of age on relative demand for Food, clothing, and housing 
will continue for some time, but will gradually lessen unless birth 
rates completely reverse direction. 

The increasing average size of families is bound up with changes 
in living patterns, notably the movement outward from cities into 
suburban areas. Such moves may in some cases be caused by an ante- 
cedent desire for sagen families, but may also have the effect of 
encouraging further change in the same direction; social pressures in 
the suburbs do not favor small families.*° The combination of subur- 
ban living with larger families contributes to rising relative demand 
for housing services. The postwar surge of residential construction 
may be more than purely cyclical and more than offset wartime short- 
falls. There are good grounds for accepting the Fortune conclusion 
that housing has “strong potentialities for growing faster than the 
economy as a whole.” * 

The increase in leisure time which has been a persistent aspect of 
rising real incomes may act to alter demand patterns in directions 
affecting the position of smaller firms, but it is doubtful that this 
factor will change past trends significantly. In the first place, there 
is no reason to expect that leisure time will rise any faster in the fu- 
ture than it has in the last half century; it may well be that the in- 
crease will be less rapid than in the past.** The “leisure market,” or 
spending for recreational purposes, did grow from 3.0 percent of 
consumption expenditures in 1909 to 5.4 percent in 1946, but it has de- 
creased slightly since.** The Fortune study uses material quite 
different from that employed in the Twentieth Century Fund study 
of recreation spending, but arrives at the same surprising conclusion 
that such expenditures have not been increasing relative to total 
consumption in recent years. It suggests that (1) the rise in home- 
ownership has absorbed an increasing share of income and of time 
in household improvements; (2) the increase in “leisure” in the form 
of shorter working hours has been largely absorbed by increases in 
time required for going to and returning from work; (3) the lessening 
income inequality has favored relatively expenditures on the new 
“necessities,” notably household durable goods; and (4) vacation 
expenditure habits can change only very slowly. The Fortune authors 
expect these factors to continue to operate in the future, though with 
varying importance depending on the pace of income change— 
the leisure market probably will not keep exactly in step with the economy in the 
next few years * * * at most, leisure spending will rise moderately * * * °4 


Consumer expenditures on services in the aggregate have closely 
paralleled those on recreation, rising steadily up to 1929 but remaining 
fairly stable relative to total consumption for the whole period since. 


2° America’s Needs and Resources, pp. 62-63. 

* The Changing American Market, p. 50. 

*1 Tbid., p. 91; cf. discussion, ch. 5. 
19535" Scenare Colm, The American Economy in 1960 (National Planning Association, 
‘ + pp. 18-19. 

® America’s Needs and Resources, pp. 992-995. 

“The Changing American Market, pp. 211-221. 
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As suggested earlier, it is very uncertain that continued income ip. 
creases will generate trends toward services as pronounced as those 
found by Kuznets for the period from the Civil War to the 1930s, 
The earlier long-run trend may be ascribed in large measure to the 
rural-urban population shift between 1869 and 1929, with the con- 
comitant development of specialized urban service functions formerly 
not needed or performed outside the market. The population remain- 
ing in the agricultural sector today does not permit indefinite contin- 
uance of farm-to-city shifts on the scale we have known for so long 
in the past. The newer trend outward from urban to suburban areas 
is altering the character of required services, with results that are 
hardly predictable in the aggregate. We are certain to continue ex- 
periencing structural change, but there is some possibility that the 
net effect on demand for consumer services will be less marked than 
in prewar years.** 

In the Fortune survey of consumption trends, great stress is placed 
on the “luxury market.” The authors defined such expenditures as 
those which rise faster than income, for all families whose incomes 
are above $4,000.%° The general proposition that discretionary ex- 
penditure on “nonessentials” will rise with increasing incomes is un- 
assailable. This might suggest a structural factor favorable for small 
firms: Higher incomes are associated with diversity in demand pat- 
terns that should be less favorable to large-scale production and mar- 
keting techniques. Yet, there has been no clearly marked trend in 
this direction. The specialized market of the small high-fidelity 
component producer becomes a mass market for the equipment of the 
larger nationally known firms as soon as enough people want the new 
product to make mass distribution feasible. In some cases this ten- 
dency means that real income is raised more rapidly by provision of 
essentially the same commodity at a lower cost than would be possible 
for many independent producers. But there is also a persistent bias 
acting to change tastes in the direction of goods which can be dis- 
tributed on a national basis under some well-known label. It would 
be a mistake to regard consumers as infinitely malleable by adver- 
tising pressures; it is also surely incorrect to regard their preferences 
as given independently of such forces.** The importance of advertis- 
ing for consumer spending patterns has not been measured or analyzed 
sufficiently to yield firm conclusions. The direction of its effect is 
certainly to move deniand toward products offered by larger, more 
widely known, firms.** 

One interesting study of consumer behavior suggests a structural 
factor that may operate in the long run to reduce the advantages to 
large firms of their greater access to techniques of shaping demand. 
A positive relationship was established between the level of education 
and the degree of consumer deliberation and active assessment of 
products.*® Elementary education that teaches everyone to read but 
few to think probably establishes ideal conditions for manipulation 


*% Cf. George Stigler, Trends in Employment in the Service Industries (National Bureau 
of Economic Research, 1956), pp. 162-163; E. F. Denison, Service Industries—Trends and 
Prospects, Survey of Current Business, January 1945, pp. 11-20; Ferber, op. cit. 

*° The Changing American Market, ch. 11. 

*TCf. Nelson Foote, The Autonomy of the Consumer, in L. Clark, editor, Consumer 
Behavior, vol. I (New York University Press, 1955). especially oe 15. 

* Cf. J. S. Bain, Barriers to New Competition (Harvard University Press, 1956), ch. 4 
* Eva Mueller, The Sample Survey, in Clark, op. cit., pp. 54—58. 
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of demand ; higher education seems to promote more independent con- 
sumer choice. If the average level and quality of education can be 
raised over time, consumer choices among products should become 
jess subject to pressures tending to move them in directions favorable 
to larger firms. 

GOVERNMENT PURCHASES 


Defense expenditures 


Expenditures for national security account for the largest — 

twar change in the composition of demand. From negligible 
amounts in the 1920’s and 1930’s they have risen to over 10 percent of 
the gross national prodae Their direct effect on small business is 
relatively unfavorable and probably will become more so over time. 
The larger and largest firms account for a disproportionate share of 
defense production, and the underlying trends in composition of de- 
fense production appear likely to increase their share. 

It would be incorrect to state that defense expenditures have a nega- 
tive effect on small business: Insofar as they mean higher aggregate 
demand for goods in the economy, they help to avoid the general 
business declines that invariably strike small business with great 
force. But the question of aggregate demand should be separated 
from the analysis of the composition of expenditures; in this latter 
sense, heavy defense expenditures are unfavorable for small firms. 

The adverse element in defense expenditure composition is the 
trend toward increasingly complex equipment produced mostly by 
capital intensive enterprises.*° Small business operates at a com- 
parative disadvantage in such fields as aircraft and guided missiles, 
and must expect to lose ground as expenditures for these items rise 
relative to expenditures on uniforms, food supplies, and light equip- 
ment. Among services, the higher proportion of soft goods used by 
the Army has been reflected in a much higher share of Army than of 
Air Force or Navy contracts going to small firms. The share of small 
business sales in total procurement has been adversely affected by a 
decline in the Army share of the total defense budget.*! 

The following data on defense procurement are based on the 
definitions of small firms and the techniques of measurement used 
by the Small Business Administration.*? ‘The small business share of 
net military prime contracts was 20.9 percent in fiscal year 1951; 
it rose to a peak in 25.3 percent in fiscal year 1954, then fell to 21.5 

reent in fiscal year 1955, 19.6 in fiscal year 1956, and 18.9 percent 
or the first 11 months of fiscal year 1957.*° The percentages for 
1957 may not be completely comparable with earlier years, because 
educational and nonprofit institutions were excluded from the data 
for the first time in that year.“* These figures cover too short a 

riod, and show too fluctuating a pattern, to constitute clear evi- 
ence of any trend. But the figures for the period since fiscal year 
1954 support the general conclusion of the Small Business Admin- 


“Cf. U. S. Congress. Senate. Select Committee on Small Business, Small Business 
Participation in Goevrnment Procurement—1957, hearings before a subcommittee, 85th 
Cong., ist sess., 1957, pp. 10-12; SBA, 8th Report, p. 27 and ch. 4. 

“SBA, 7th Report, RP: 22-27. 

“See p. 2 above; SBA, 7th Report, pp. 37-39; U. S. Sepuptmege of Defense, Small 
Business Participation in Government Procurement (1956), p. 14. 

“SBA, 6th Report, p. 21, and 8th Report, p. 31. 

“U. S. Department of Defense. Office of the Assistant Secretary (Supply and Logis- 
ties), Military Prime Contract Awards, July-September 1957. 
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istration that changes in the composition of defense procurement 
have been reducing the small business share.*° 

The relative role of small firms in defense subcontracting is mor 
favorable than in production under prime contracts. A Defense 
Department survey for July-December 1956, covering 197 large com. 
panies with about four-fifths of all the contract receipts of large 
firms in the period, permits a very rough approximation of this 
factor. Total military contract receipts of these firms were $78 
billion. Payments by them to first-tier subcontractors were $27 
billion, of which $1.7 billion went to small firms. The receipts of 
smaller firms in this sample were equal to 21 percent of the total 
receipts of the larger concerns. 

The result is by no means clearcut. The study does not include 
all large firms, and may be biased in coverage toward the largest 
companies having defense contracts. This could overstate the im- 
portance of subcontracting. On the other hand, it omits subcon- 
tracting below the first tier level, thus understating the receipts of 
small firms from first-tier large subcontractors. The most that can be 
said with any confidence is that the share of small firms in total de- 
fense production is higher than the 18.9 percent share of net prime 
contracts. 

The trend of the small business share in subcontracting may be more 
favorable than that for prime contracts. Smaller firms may retain 
or even improve advantages in production of specialized parts as 
defense equipment becomes ever more complex. but some economic 
factors may work against them. Voluntary subcontracting can only 
be significant where the temporary or specialized nature of the pro- 
duction involved, or time lags in constructing new facilities, make it 
difficult for the prime contract firm to carry out the whole operation 
profitably itself. If defense production were to expand on a fairly 
stable basis, the incentive and ability of prime contract firms to carry 
out projects with less subcontracting probably would increase. To 
quote from a careful discussion of the economics of vertical integration 
in general, “expansion of demand which induces economies of scale 
in the associated markets also induces the firms in the growing industry 
to occupy the associated markets. Once established, the pattern per- 
petuates itself, unless the (private) diseconomies of integration are 
considerable.” 47 

Organized efforts to increase the participation of small business in 
defense procurement are being made within Congress and through 
the Small Business Administration. The steps taken to increase small 
business awareness of contract possibilities, and knowledge by pur 
chasing offices of small business production facilities, have had some 
helpful results. They serve to offet an important noneconomic dis 
advantage of the smaller firms: the lack of official contacts and know! 
edge of opportunities. Efforts to promote such knowledge improve 
the market by increasing Government choices in placing contracts. 
This should improve efficiency and lower the cost of defense, as well as 
raise the small business share over what it would otherwise have been. 
Unfortunatley, this is also an area of some potential danger. 


46 SBA, 8th Report, p. 27. 

46 U. S. Department of Defense, Small Business Participation in Government Procuremett 
(1956), pp. 4-5, appendix IV, pp. 366, 367. (Cited hereafter by title.) 

47M. A. Adelman, Concept and Statistical Measurement of Vertical Integration, Busines 
Concentration and Price Policy, pp. 319, 320. 
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Improving the opportunities of small firms by increasing market 
information and contacts available to them is highly desir: able; restric- 
ting access to contracts by large firms is most undesirable. Efforts to 
equalize opportunities for smaller firms seem to be verging on the 
latter, restrictive, type of action. The issue may be focused on the 
increasingly important “joint set- aside program.’ 

The joint set-aside program is carried out by assigning representa- 
tives of the Small Business Administration to major Government pro- 
curement agencies, to “review proposed purchases, determine the type 
of facilities needed to produce the items, evaluate the prospects for 
small business competition, and advise procurement officials of those 
which they believe should be earmarked for competition exclusively 
among small firms.” ** The exclusion of any competent bidders for 
any defense contract would seem to be contrary to the public interest 
ina highly vital area.* 

The policy of increasing small business opportunities and market 
information represents the positive aspect, and the set-aside program 
the negative aspect, of the role of administrative decision in shaping 
small business participation in defense procurement. It may be ex- 
pected that in any event policy measures intended to help small busi- 
ness will not be implemented in ways seriously interfering with defense 
requirements. While the small business share in future defense pro- 
duction certainly cannot be predicted, the preceding considerations 
with respect to composition of expenditures and subcontracting make 
it appear unlikely that the position of small firms will improve 
significantly. 


Government purchases of civilian goods 

Purchasing activities of the civilian agencies of the Federal Gov- 
ernment, and of State and local governments, favor small concerns 
quite strongly. While a fairly high proportion of such expenditures 
are for employee compensation, purchases from business are also sub- 
stantial and are to a considerable extent directed to smaller (frequently 
local) concerns. 

Procurement by civilian executive agencies of the Federal Govern- 
ment, other than the Atomic Energy C ommission, totaled $1.0 billion 
in fiscal year 1955 and $1.2 billion in fiscal year 1956. Small firms 
secured 53.3 percent of these orders in 1955 and 49.0 percent in 1956. 
The definition of “small firms” here is the same as that used for defense 
procurement above, in which their share of prime contracts was 21.5 
and 19.6 percent, respectively, in the same 2 years.°° However, sub- 
contracting is more important in defense production than in the pro- 
curement of nondefense goods and services, and narrows the difference 
between the true small ‘business shares in civilian and defense pro- 
curement. Yet it is fairly certain that the share is much higher in 
civilian procurement of the Federal Government. 

Purchases by State and local governments from business were $15.8 
billion in 1956; a very high proportion of such expenditure was re- 
ceived by small firms, particularly of the $10 billion spent on con- 





“SBA, 7th Report, p. 66 ; see also 8th Report, pp. 62-67. 
“ See discussion of efforts to increase the share of small firms by expanding the set-aside 
program in Small Business Participation in Government Procurement, pp. 37-40. 


SBA, 7th Report, p. 32. For the SBA definition of small firms, see study 6 (Stock- 
well), p. 150. 
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struction."' The State and local expenditure on construction may be 
increasingly important to small business in the future. The popula- 
tion trends discussed in the preceding section will lead to increasin 
requirements for schools, vetveationdl davilition, roads, and the whole 
range of State and municipal services.** Given the inadequate state 
of our educational plant, and widespread needs for road improvement 
and urban development, such expenditures are likely to increase sub- 
stantially. The effect on small business may be incidental to wider 
social purposes, but in this area several worthwhile objectives may 
be pursued simultaneously. 

State and local purchases from business firms, other than construc- 
tion, may also be made in large measure from small local firms. This 
is a sector in which the comparative advantage of local dairies, 
printers, and other suppliers is quite strong. They are likely to be 
aware of opportunities, to be able to handle small contracts at com- 
petitive costs, and even to have political and other noneconomic ad- 
vantages over outside firms. Such expenditures have also increased 
in the postwar period, from $3.0 billion in 1947 to $5.7 billion in 
1956.° 

In general, it may be concluded that State and local expenditures, 
and purchases of goods by civilian Federal agencies, probably have a 
disproportionately beneficial effect on small business. An increase of 
civilian spending on all levels of Government relative to total expendi- 
tures would be favorable for small firms. 


SOME GENERAL CONSIDERATIONS 


The pattern of changes in consumer demand and its effect on small 
concerns will be very strongly affected both by efforts of the concerns 
and by choices of public policy: the growth of demand is only one 
element in the equation. ‘The present section reviews briefly some of 
these important variables. 

The pattern of demand change will of course be directly affected by 
Government expenditure policy. Increasing defense procurement 
will move demand in relatively unfavorable, and increasing civilian 
governmental expenditures in favorable, directions. The pattern of 
consumer demand will also depend in part on progress in improving 
education, and on changes in other factors determining the effective- 
ness of advertising. Consumer demand trends can hardly be regarded 
as “given” when firms spend several billion dollars a year in attempts 
to shape and direct them. 

For any particular set of demand changes, the effects on small firms 
depend very much on their own ability to take advantage of new oppor- 
tunities, and on public policy with respect to mergers, entry barriers, 
and techniques of competition. The process of change itself must 
continuously generate new opportunities, and the evidence is fairly 
good that small firms take effective advantage of them. Markham 
(in study 9) makes the point that concentration ratios seem to be 
consistently lower in newer industries. 

The degree to which entry and adaptive shifts are possible, and 
thus conditions for growth of small business are favorable, is partly 


51 Survey of Current Business, July 1957, table 7, p. 14. 
5 America’s Needs and Resources, ch. 18. 
53 National Income, table 9, p. 173 ; Survey of Current Business, July 1957, table 9, p. 14 
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a function of public policy: Unfortunately, local ordinances, and even 
State laws, often serve to impede entry by new firms in order to protect 
the existing sellers. “The lines of business where there has been or- 
ganized effort to restrict entry cover the whole gamut of small enter- 

rise * * *. In the long run the small dealer is most likely to suffer, 

ause he is the most likely to be under the necessity of picking up a 
new line or discovering a variation of his business that will give him 
a better chance to develop a successful operation.” * At the Federal 
level, antitrust measures opening new entry and growth possibilities 
for smaller firms have become increasingly effective in the postwar 

riod. 

The focus in analysis of the position of small firms should be on their 
ability to adapt to change rather than on numbers surviving in specific 
fields. In any assessment of the role of small business it is crucial to 
distinguish between the number of firms alive and their health. Any 
objective of maximizing numbers regardless of effects on efficiency 
would weaken the whole economy. It would be conceivable to adopt 
tax and regulatory techniques so inhibiting larger firms that most eco- 
nomic activity would be left to small business. The French economy 
presents a case leaning in this direction. In manufacturing, the num- 
ber of firms with more than 1,000 workers increased from 205 in 1906 
to 421 in 1931; by 1952, after two decades of fiscal legislation and 
administrative practice adverse to larger firms, the number had de- 
creased to 332. In commerce, stores with more than 500 workers in- 
creased from 26 to 109 between 1906 and 1931, but were down to 60 
by 1952. More generally, competitive behavior and pressures for 
efficiency have been inhibited by the widely accepted idea that “every 
enterprise has a natural right to survive.” The overall result in 
economic performance has not been helpful for France, and would 
not be here. Multiplying the number of firms at the expense of 
efficiency is a dreadfully potent way to reduce all incomes. 

The distinction between numbers and health is also important in the 
evaluation of the effects of depression on small business. Thus, the 
number of firms in the service industries increased between 1929 and 
1939, and then declined in the next 5 years; the national income pro- 
duced in service industries followed exactly the contrary path, falling 
in the first period and rising in the second. The health of small firms 
in service fields must have been much better in the period when they 
were decreasing in numbers than when they were increasing. The 
effect of improving opportunities in the economy as a whole in the 
1940’s was to permit people who were earning very little in services 
(which field, in some cases they entered because opportunities in com- 
modity-producing industries were limited) to move to more remunera- 
tive fields.°’7 The number of firms need not decline in depressions, but 
new entry is often of the “desperation” type that leads people to move 
into already overcrowded sectors. The fields that expand rapidly in 
the long run because they are highly responsive to income changes 


% Kaplan, * cit., p. 209 ; see discussion, pp. 198-209. 

% Cf. Clair Wilcox, Public Policies Toward Business (Irwin, 1955), esp. ch. 6, 7, and 14. 

vise gee ee Forces et Faiblesses de L’economie Francaise (Paris, Colin, 1956), 
pp. 259-60. 

"Cf. Kaplan, op. cit., pp. 34, 48, 45 as to facts. (His emphasis in interpretation is not 
identical to that here.) 
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are frequently those for which entry is particularly discouraging when 
incomes fall during depressions. Where a prosperous economy would 
steadily shift its people and capital into sectors of greatest long-run 
opportunity, a depressed economy temporarily interrupts or even 
reverses the process. Businessmen in overcrowded sectors are affected 
very unfavorably by competitive forces, and react quite naturally by 
requesting Government action to shield them from competition. "The 
effective solution for healthy small business, that of transfer of re- 
sources to more dynamic sectors, depends heavily on the success of 
private and Government policies in insuring an expanding economy. 
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VOLUME 3 


12. GOVERNMENT LOAN PROGRAMS FOR SMALL 
BUSINESS *? 


INTRODUCTION 


The Small Business Administration is the only Federal Govern- 
ment agency at the present time with a loan program designed spe- 
cifically to promote the welfare of small business. 

Other Government agencies, however, are engaged in helping small 
businesses to obtain credit. The Veterans’ Administration, in a pro- 
gram set up to aid veterans rather than small business, insures or 
guarantees business loans to veterans. Such loans, however, have al- 
ways been a minor part of its total loan program and have become 
less important in recent years. In the area of defense-related pro- 
duction, the V-loan program authorized by the Defense Production 
Act of 1950 provides for guaranties by certain Government agencies of 
loans made by private lenders and these loans benefit certain small 
businesses. The loans are authorized to expedite defense production, 
however, and not to promote the welfare of small business. Congress 
has expressed concern for the financing needs of small concerns in this 
area by requesting periodic reports on the volume of V-loans to small 
business. Loans by Federal Reserve banks under section 13b of the 
Federal Reserve Act enacted in 1934 to furnish working capital loans 
under certain conditions are of diminishing importance, but still 
available.® 

The first part of this report includes a brief description of the 
major types of Government loans available to small business before 
1953 and a more detailed description of the Small Business Admin- 
istration program inaugurated in late 1953. The second part analyzes 
characteristics common to most Government loan credit programs 


1This report does not cover State-owned or supported industrial development authorities 
since the Pennsylvania Industrial Development Authority, established in 1956, is the only 
lof 5 with a lending record (26 loans with a volume of $3.7 million). See U. S. Depart- 
ment of Commerce, Office of Area Development, Report on Community Industrial Develop- 
ment Corporations and Foundations and State Credit Corporations and Authorities, Novem- 
ber 1957. For analysis of privately financed State development credit corporations, see 
study 16 (Anderson), p. 336. 

2 By Carl Arlt, Board of Governors of the Federal Reserve System. 

Dr. Carl T. Arlt is an economist, Banking Section, Division of Research and Statistics, 
Federal Reserve System. Educational background includes undergraduate training at 
Colgate University (A. B. 1933) ; and graduate training at Chicago, Harvard, and Cornell 
Universities (Ph. D., Cornell 1942). Professional experience includes regular teaching 
positions held at Colgate and Cornell Universities and Oberlin College (currently on leave 
from Oberlin) ; visiting professorships at Cornell, Minnesota, and Western Reserve Uni- 
versities ; and Government service with the Bureau of the Budget (1951) and now with 
the Board of Governors of the Federal Reserve System. Research areas in finance (co- 
author of Money, Banking, and the Financial System—Ronald Press, 1955) : Government 
credit programs (Budget Bureau 1951 and currently with the Federal Reserve), and mar- 
keting (trade barriers in the marketing of goods and services—doctoral dissertation). 

*A complete picture of Federal loans for small business would also include the fisheries 
loan program in the Department of the Interior. The lending programs of the Bureau of 
Indian Affairs and the Virgin Islands Corporation are beyond the scope of this report. 


pao is too specialized and the other operates beyond the continental limits of the United 
ates. 
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benefiting small business as a basis for appraising the current rok 
of such programs, presented in the third part. 


LOAN PROGRAMS 1934-53 


The lending programs of Federal credit agencies before 1953 served 
several purposes, but few were designed especially to aid small busi- 
ness. Many types and sizes of businesses needed financial aid to com- 
bat the depression emergency, and some Federal aid programs wer 
set up to meet this need. Later, problems associated with war pro. 
duction created needs for working capital as businesses expanded to 
meet wartime demands. Still later, as wartime needs declined, many 
firms sought funds for reconversion or for peacetime production. 

Private financial institutions met by far the largest part of these de. 
mands. In some instances, however, these institutions could not pro- 
vide the volume of funds needed, and in others the applicants did not 
meet their standards as credit risks. To aid business in obtaini 
financial assistance during these emergencies, the Government reli 
both on direct lending and on guaranteed loans. 

Most of the Federal credit to business before World War IT repre. 
sented direct loans. During the war and postwar periods, however, 
Government aid was largely in the form of. guaranties of loans made 
by private institutions. These developments are shown in table 1 
which gives pertinent data for business loans and loan guaranties of 
Federal agencies for selected periods and by types of loan guaranty, 
The data in this table, it sheeld! be noted, refer to bane to all businesses, 
rather than to small businesses. 
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TasLeE 1.—Business loans and loan guaranties of Federal agencies, 1934-57, 
by periods and by agency 


[Amounts in millions of dollars] 





Authorizations of direct loans, participations or 
commitments, and insured or guaranteed loans 


Program 
Agency, program, or type of lending | estab- 


lished 1934-41 1942-53 1954-57 
POOR: (Niascsbee seach 
Number|Amount Number|Amount Number| Amount 
lit laenichtsirinichbtemniiciaclil 
By agency or program 
Reconstruction Finance Corporation.}| 1934 10, 527 765 } 151,288 | 14,848 j........-|.......-- 
Federal Reserve banks.............-- : 280 563 


Smaller War Plants Corporation. --- 
Regulation V loans..................- 
Veterans’ Administration ..........-. 
Small Business Administration.--.--- 
Fisheries loan program (Department 
of the Interior) ...................--]- 










Direct loams..-__............ <sicpebeedteaebatanne 120 


Immediate participations *. 178 
Deferred participations 4. ebbas “_ 104 
Loan guaranties *_...._.- ; 602 
Unelassified 7. ..........-. i me 563 535 36 


1 RFC loan program terminated Sept. 28, 1953; SW PC program terminated in January 1946. 

41st program inaugurated in 1942; 2d in 1950. 

1 Figures for Federal Reserve banks are for 1934-40. Classified data not available for 1941. 

4A precise classification of RFC participation loans is not available. Figures for the 2 types of participa- 
tions for this agency are estimates based on information indicating that deferred participation loans 
accounted for 70 percent of the number and 80 percent of the amount of all participation loans in 1934-41, 
and for 85 percent of the number and 90 percent of the amount in 1942-53. See R. J. Saulnier, Harold G. 
Halcrow, and Neil H. Jacoby, Federal Lending and Loan Insurance (Princeton University Press, 1958), 
pp. 482-486. (Cited hereafter as National Bureau Report.) 

‘Includes $172,000,000 as SW PC share of deferred eee Data on bank share of ae 
not available (see Comptroller General of the United States, Report on Audit of Smaller War Plants Corpo- 
ration, 80th Cong., 2d sess., H. Doc. 549 (1948), pp. 2 and 14). 

‘Includes V A-insured as well as guaranteed loans. See p. 261 for explanation of “‘insured’’ loans. 

' Figures are for the 13b program of the Federal Reserve banks, except that direct loans under that program 
in the 1934-40 period have been classified (see note 3). 


In analyzing lending operations of Government agencies, the fol- 
lowing loan classifications are used: (1) Direct loans—funds advanced 
directly by a Government agency, and (2) participations—which 
involve agreements by a Government agency to participate in loans 
made by private lenders. Participations are of two types: (a) Im- 
mediate participation—a loan in which a Government agency agrees 
to advance a definite proportion immediately, and (6) deferred par- 
ticipation—a loan in which the financial institution makes and ad- 
ministers the entire loan, with a Government agency agreeing to pur- 
chase, on demand, an agreed portion of the outstanding balance. 

In this report the term “deferred participation” is often used inter- 
changeably with the terms “loan guaranty” and “loan commitment,” 
for in a sense each represents an agreement by which a Federal agency 
underwrites an agreed percentage of a loan made by a private lender. 
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In all cases except VA loan guaranties, the Government agency js 
obligated to take over the guaranteed portion at the lender’s option; 
on VA loans the agency takes over the loan only after the borrower 
defaults. 

Where the term “loan authorized” is used, it refers to the principal 
sum involved in an approved loan agreement, that is, the total credit 
made available; unless otherwise indic ated, discussions of loan volume 
in this report refer to authorized loans. A Joan disbursement, on the 
other hand, represents the amount of credit actually advanced. Ex. 
cept in the case of revolving credit authorizations, disbursements are 
smaller than authorizations because of unused credits and the can- 
cellation of loans after approval. 


Prewar years (1934-41) 


Federal credit for small business im prewar years was provided 
largely by the Reconstruction Finance Corporation and the Federal 
Reserve banks. The RFC established its business loan program under 
section 5d of the Reconstruction Finance Corporation Act, enacted 
June 19, 1934. Before that date RFD lending had been confined to 
the relief of financial institutions. The 1934 amendment permitted 
the RFC to make loans directly or in participation with private finan- 
cial institutions to all types and sizes of businesses that were unable 
to obtain private credit on reasonable terms. From the beginning of 
its business loan program until December 31, 1941, the RFC approved 
10,527 loans authorizing $765 million of dredit, : 

U fodder section 13b of the Federal Reserve Act, enacted June 19, 
1934, the Federal Reserve banks were authorized, "under exceptional 
circumstances, to make commitments to discount loans of financin 
institutions to established industrial enterprises, to participate with 
financing institutions in such loans, and to make such loans directly. 
The purpose was to provide working capital to businesses that were 
unable to obtain needed financial assistance from the usual sources 
During the period 1934-41, which includes the greater part of activity 
under this program, the Reserve banks approved 3,202 loans aggre- 
gating $280 million (table 1).° 

Measuri ing the volume of lending to small business under Federal 
credit programs is often complicated by the absence of a uniform defi- 
nition of a small business loan or, if loan size is not used, a definition 
of small business. Furthermore, comparisons from one period to 
another may be complicated by the fact that a standard adopted for 
an early pet riod is not adequate for a later period because of a general 
rise in asset values. During the 1930’s aad early 1940’s the RFC and 
the Federal Reserve Banks used standard definitions that made it 
possible to compare their lending to the small business gr oup. 

In that period the RFC referred to loans of less than $100,000 as 
small business loans. On this basis both the RFC and the Reserve 
banks reported that avout one-third of the dollar volume of the loans 
they authorized was for small business (table 2). If loans of less 
than $25,000 are considered as making up the group to small business, 
as was done in a special study by the National Bureau of Economic 


4For annual volume, see appendix-table 1. Totals in that table and in table 1 include 
the minor lending programs to mining and fishing industries authorized in the 1934 amend- 
ment and the RFC’s loans to business under the National Defense Production Act, approved 
June 25, 1940, which amended section 5d of the RFC Act. 

5 For annual data, see appendix table 1. 
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Research the small-business portion of RFC financing declines to 11.7 
yercent of the total amount authorized.® A special study of Reserve 
bank loans defined small business in terms of total assets, that is, as 
those with assets of less than $50,000. On this basis one-fourth of the 
number of 13b loans approved and 2 percent of the amount went to 
small business.7 On the same basis approximately 4 percent of the 
amount authorized by the RFC went to small business.*® 


Taste 2.—Distribution of loan authorizations of RFC and Federal Reserve 
banks by size, 1934-41 


























Pees 
RFC Federal Reserve banks ! 
Size of authorization tessa iia tecameiae eianaeaiiniiaie a s 

| 
| Number | Amount Number | Amount 

TA ties. Cott cere Paid | oi | zy i ya i 
Under $10,000- - ; cane <4 51.5 | 4.5 7.4 3.1 
$10 to $25,000-- 640 Shoie bitin od leablascal 19. 1 7.2 21.8 | 6.8 
EE scam en ena eee ae al 11.2 9.3 17.4 | 11.3 
$50 to $100,000 billen a étbbac Sbbdeckehu seek | 8.1 13.4 11.8 15.2 
$100,000 and over-..- pimneb gnc descents = desi ‘ 10. 1 65. 6 11.6 63. 6 
BE OI occ ned hep h kdb amp cable ieedeoade a 100. 0 100. 0 | 100.0 100. 0 


1 Data for June 19, 1934—Dec. 29, 1937. 





Sources: Reconstruction Finance Corporation, Quarterly Reports. Board of Governors of the Federal 
Reserve System, Annual Report (1937). 


By all these standards, the amount of small-business financing by 
the RFC and the Federal Reserve banks during the 1934-41 period 
was quite small. 

War and postwar years (1942-53) 

During most of the 1940's, business financing problems were related 
either to defense or war production or to postwar reconversion. Con- 
gressional concern for small business was sharply intensified, in part 
because of news of the late 1930’s that small business needed help in 
order to survive in an economy marked by economic concentration, 
and in part because of views that defense procurement catered to big 
business. Steps were taken to increase both direct lending and Gov- 
ernment guaranties of private loans. 

Smaller War Plants Corporation.—The first major effort to bring 
small manufacturers into the war effort was the creation of the 
Smaller War Plants Corporation (SWPC) by the Small Business 
Act of 1942. The Corporation est ailekad a business lending program 
involving direct loans and participation in loans made by ‘private fi- 
nancing agencies. The program was designed to make credit avail- 
able to small concerns pending settlement “of their Government con- 
tracts, to assist firms in acquisition of surplus property needed for 
defense production, and to encourage banks to lend to small business 
concerns engaged in war or essential civilian production. The SWPC 
defined a small business as one employing less than 500 people. <Au- 
thorized loans tot: aled § $480 million in the period to January 1946, 
when the Corporation was terminated. 


*R. J. Saulnier, H. G. Halcrow, and N. H. Jacoby, Federal Lending and Loan Insurance 
cearten University Press, 1958), pp. 434-435. Cited hereafter as National Bureau 
teport 

? Caroline H. Cagle, ‘‘13b Loan Program of the Federal Reserve System, 1934—40” (unpub- 
lished mimeographed report, Board of Governors of the Federal Reserve System, 1952). 

* National Bureau Report, p. 438 
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Relative to the scope of the war effort, the lending volume of 
SWPC was rather small; at no time did the SWPC have more thay 
$40 million in outstanding loans. Reasons may have included the 
newness of the program, the rather severe loan terms (for example, 
mortgage security), the extensive coverage of the V-loan pro 
and the fact that it took from 6 weeks to 2 months to process a loan, 

V-loan programs.—To meet the financing needs of businesses for 
war production purposes in World War II, the Government author. 
ized the guaranty by defense agencies of loans largely by private f.- 
nancial institutions. The program was authorized first by Exeeu- 
tive order and later by act of Congress. The Federal Reserve banks 
acted as fiscal agents of the defense agencies in arranging loans, under 
procedures established by the Board of Governors of the Federal 
Reserve System under regulation V, issued in April 1942. This pro- 
gram was in effect during and immediately after the war. The sec- 
ond V-loan program was inaugurated after the outbreak of war in 
Korea under the authority of section 301 of the Defense Production 
Act of 1950. The amount of loans authorized under the first pro- 
gram totaled $10.3 billion in the period 1942-46, and under the second 
program $2.3 billion in the period 1951-53 (table ade 

An analysis of the first V-loan program indicates that small busi- 
nesses were not the major beneficiaries of the guaranteed loans. Busi- 
nesses with total assets of less than $50,000 received 1 percent of the 
$10.3 billion authorized to 4,864 business concerns under that pro- 
gram. If concerns with assets of less than $500,000 are considered 
small, the small-business segment received 63 percent of the number 
of authorizations and 9 percent of the amount.'’® If small-business f- 
nancing is measured in terms of loans of less than $100,000, this group 
received 32 percent of the number of authorizations and 1 percent of 
the amount (table 3). 


® For annual volume, see appendix table 2. 
2% Susan 8S. Burr and Elizabeth B. Sette, A Statistical Study of Regulation V Loans 
(Board of Governors of the Federal Reserve System, 1950), pp. 21 and 59. 
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qaste 3.—Distribution of selected types of business loans and loan guaranties 
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[Percent] 





Amount authorized or disbursed 


Number of loans or loan guaranties 
































size of loan or loan | Mem- RFC Federal| Regu- | Mem- RFC Federal] Regu- 
guaranty (thou- ber |_.___ Reserve| lation Reserve) lation 
sands of dollars) bank bank v bank Vv 
loans | Direct | Partici-| loans | loans | loans | Direct | Partici-| loans | loans 
loans | pations loans | pations 
NE ct hited kets alchemists ell Sah itt ipenchcelinipcicnccal inca sien anima 
Under 5.0. .....--... 65.3 28.3 11.1 23.5 4.1 1.0 0.3 1.2 
a 13.9 14.5 13.5 13.9 10.5 3.2 1.3 8 1.9 0.1 
10.0 to 24.9. ..------ 10.7 21.7 22.3 21.8 5.1 4.2 3.0 6.8 
%0 to 49.9... ------ 4.1 13.2 16.4 17.4 Lae 4.2 5.7 4.7 11.3 2 
§.0 to 99.9. ..------ 2.5 12.0 16.5 11.8 12.3 5.0 9.8 9.6 15.2 -5 
100.0 to 499.9. .--.-- 2.4 8.2 15.8 | 36. 1 16.3 19.0 26. 7 5.0 
500.9 to 999.9. .....- 6 1.1 2.2 11.6 12.5 12.4 9.5 11.7 63.6 4.9 
1,000.0 and over. - -- | 1.0 2.1 19.9 49.8 49.5 43.2 89.3 
SEL caps waco 100.0 0 100.0 100. 0 | 100.0 


100.0 | 100.0 100.0 | 100. 100 0 | 100.0 








Note.— Member bank loans are term loans made from Nov. 1, 1945, to Nov. 20, 1946, and cover amounts 
still outstanding on the latter date. (See Duncan McC. Holthausen, Term Lending to Business by Com- 
mercial Banks in 1946, Federal Reserve Bulletin, May 1947, p. 505.) 

RFC participations refer to authorizations through mid-1947; direct loans to disbursements through 
December 1951 on loans authorized through mid-1951. 

V-loan guaranties cover authorizations through mid-1946 and refer to number of borrowers rather than 
ans (with borrowers receiving a number of authorizations classified by the size of their largest authorization. 
(See Susan S. Burr and Elizabeth B. Sette, A Statistical Study of Regulation V Loans (Board of Governors 
ofthe Federal Reserve System, 1950), p. 35.) 

Federal Reserve bank loans (13b) refer to industrial advances and commitments approved June 19, 1934- 
December 29, 1937. 

Sources: For all programs except Federal Reserve bank loans see R. J. Saulnier, Harold G. Halcrow, and 
Neil H. Jacoby, op. cit., p. 247, or Federal Reserve bank loans, Board of Governors of the Federal Reserve 
System, Annual Report (1937). 


In view of the nature of defense-related production, it is not sur- 
prising that the bulk of V-loan financing was directed to large busi- 
nesses. ‘The need for large numbers of identical items in military 
procurement, and price advantages afforded by the economies of large- 
scale production made it inevitable that war production be concen- 
trated among large suppliers. It should be noted, however, that loan 
data may understate the aid to small business provided by the V-loan 
program. Loans extended to big prime contractors undoubtedly 
widened credit facilities for small firms with subcontracts. 

Reconstruction Finance Corporation—During the 1940’s and par- 
ticularly in the postwar a i congressional pressure put the RFC 
business loan program into high gear. Although the primary ob- 
jective was to help all businesses in financing problems associated 
with the national emergency, special concern was expressed for the 
welfare of small business. In June 1942 the Congress enacted legis- 
lation to mobilize the production facilities of small business in the 
interest of successful presecution of the war and for other purposes. 
This act authorized the RFC to make loans to or to purchase securities 
of businesses engaged in national defense operations, without the usual 
restrictions as to collateral, maturity, or use of proceeds. 




































































































































































































































FINANCING SMALL BUSINESS 


In 1944, in response to concern for small business, the RFC made 

a nationwide survey of the financing problems of small business. To 
meet these problems as they appeared in the survey, the RFC set up 
its so-called Blanket Participation Agreement (BPA) program in 
March of 1945. Under this program the RFC automatically guaran. 
teed bank loans to business up to 75 percent of the total authorized 
amount of such loans, seoviding the loans conformed to the terms 
of the blanket participation agreements made with the banks. The 
loans were administered by the banks except in those cases where 
the RFC purchased its agreed percentage. 

During the 22-month period of the Frogtemé operation, more 
than 11,000 loans totaling approximately $525 million were author. 
ized. Although not confined to small- business loans, the BPA pro- 
gram increased the proportion of RFC credit to businesses that might 
be classified as small; loans under $100,000 (the RFC criterion of a 
small-business loan) had amounted to less than 25 percent of the 
amount authorized, but the proportion increased to more than 50 
percent.” 

The BPA program was criticized by some bankers on grounds that 
it encouraged loose lending practices by banks, added to the heavy 
contingent liabilities of the Federal Government, and stimulated in- 
flation. In early 1947, it was replaced by the small-loan participation 
program, which was similar to the BPA in its emphasis on deferred 
participations but more restrictive in its loan approval procedures, 
Unlike BPA which provided for automatic guaranty of loans ap- 
proved by private banks, the small-loan participation program re- 
quired that RFC loan guaranties be contingent upon approval by 
RFC regional offices and a favorable action by the RFC Board. Also, 
a limit of $100,000 was placed on individual loans. 

In the period January 1948—-March 1950, the RFC authorized loans 
totaling $982 million, 25 percent of which involved loans of less than 
$100,000. Although the proportion was smaller in this period than 
in 1945-47, it was larger than in the period 1943-45.” 

After the outbreak of war in Korea. the RFC was ordered to direct 
its lending to defense-related activities upon certification of essen- 
tiality by the Defense Production Administration or any other desig- 
nated Federal agency as provided by section 302 of the Defense Pro- 
duction Act of 1950. Under section 714 of the same act, the RFC 
was authorized to make loans (direct and participating) to small busi- 
nesses certified by the Small Defense Plants Administration as being 
engaged in defense or essential civilian activities.1* During the fiscal 
years 1952-53, 181 loans totaling $16.3 million were authorized under 
this section. 

Small-business loans, of course, were not limited to those made under 
section 714. In the fiscal year 1953. of 1,027 business loans aggre- 
gating $219.7 million authorized under all RFC business-loan pro- 
grams (except disaster loans), 813 loans totaling $31.6 million were 
for amounts of less than $100,000. These small loans accounted for 
14 percent of the total dollar volume authorized. 


1 National Bureau Report, table B48, p. 498. 

121). S. Congress. Senate. arom! subcommittee of the Committee on Banking and 
Currency, Hearings on S. Res. 132 80th Cong., 2d sess., January 14-22, 1948, p. 589. The 
smaller percentage amounts going to small business reflected the emphasis on defense loans 
in the middle 1940's. 

18 The Small Defense Plants Administration was created to safeguard and develop the 
share of small business in the defense effort. Its functions were similar to those of the 
Smaller War Plants Corporation of World War II, except that it did not have the authority 
to make loans. 
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The National Bureau Report provides some insight on the extent 
to which RFC lending was related to small-business financing in the 

riod 1934-51. In terms of size of the borrowing business, 40 per- 
cent of the number of 4 percent of the amounts of direct loans dis- 
bursed went to firms with assets of less than $50,000, while 66 percent 
of the number and 17 percent of the amounts disbursed went to firms 
with assets of less than $250,000." 

In terms of size of the loans approved, approximately three-fourths 
of the number of direct loans and participations and about 10 percent 
of the dollar volume were loans of less than $50,000, while about 85 
yercent of the number and 25 percent of the amount were less than 
$100,000 (table 3). 

Veterans’ Administration.—The loan guaranty and insurance pro- 
eram of the Veterans’ Administration was developed to aid veterans 
of World War II. Section 500 of title IIT of the Servicemen’s Read- 
justment Act gave VA the authority in 1944 to guarantee, and in 1945 
to insure, loans to veterans (GI loans) to establish or expand a busi- 
ness. WA has no authority to make direct business loans. Accord- 
ing to this act, VA may guarantee business loans made by private 
lenders up to a maximum of $2,000 or up to 50 percent of the unpaid 
balance when such loans are not secured by real estate, and to a maxi- 
mum of $4,000 or 50 percent of the unpaid balance for loans secured by 
real estate. These provisions, in effect, limit all VA aid through 
guaranties or insurance to businesses that are small. 

According to the 1945 amendment to the Servicemen’s Readjustment 
Act, supervised lenders may elect VA insurance against losses in place 
of a loan guaranty. Such an agreement insures the lender against 
loss up to 15 percent of the aggregate amount of eligible loans made. 
This makes it possible for a lender with a large volume of VA loans to 
have 100-percent protection on loans that involve losses. 

Through 1953, the VA had guaranteed or insured 210,986 business 
loans amounting to $566 million (table 1).° Business loans have 
always been a small part of the VA program. At their peak in 
1946-47, such loans were only 8 percent of the number of loans closed 
and only 5 percent of the principal amount authorized to veterans 
under the combined home, farm, and business programs. 

At their peak, VA loans were also relatively small in commercial- 
bank lending to small business. Member-bank loans outstanding to 
small business in November 1946 were estimated to be about $2.9 
billion, or 22 percent of all business loans held by such banks. At 
about the same time, VA guaranteed or insured business loans were 
estimated to be only 3 percent of the number and less than 2 percent 
of the outstanding amount of member-bank loans to small business." 
This is particularly striking in light of the fact that commercial 
banks made the majority of all VA-protected business loans. 

Although guaranteed loans, quantitatively, played a very small role 
in bank loan portfolios, they were significant for emphasizing a new 
type of credit arrangement; namely, the making of term loans to 
new or very small businesses. Banks were urged to make these loans 


“4 National Bureau Report, table B—4, p. 438. 
_% See appendix, table 1, for yearly volume. It should be noted that a major portion of 
VA business loans in 1951-52 were auto loans resulting from veterans’ efforts to get longer 
credit terms during a period marked by restriction of consumer credit under regulation W. 
See National Bureau Report, p. 539. 

# National Bureau Report, pp. 543-544. 
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with maturities up to 10 years—a longer maturity than normally 
applied, and at interest rates limited ° a legal maximum of 45 
percent. It is interesting to note, however, that, after the first enthn. 
siasm of the demobilization period had passed, most of the loans had 
maturities not exceeding 3 years, much less than the legal maximum, 


PROGRAMS SINCE 1953 


Small Business Administration 


Since 1953, the Small Business Administration has had the only 
significant Government lending program for small business. 

Functions and lending authority.—The SBA has three primary 
functions: To render financial assistance to small-business firms; to 
obtain for such firms a fair share of Government procurement; and 
to assist with their management and technical production problems, 

This report deals with SBA’s first function, which includes essen- 
tially the types of lending assistance given by its predecessor, the 
RFC. SBA provides small-business concerns with needed credit 
(participations and direct loans) when such financing is not otherwise 
available on a reasonable basis from banks or other private lenders, 
It also makes loans to victims of disasters—floods, hurricanes, and, 
more recently, droughts.7 Like the RFC, SBA does not provide 
equity financing. 

SBA/’s share of a loan to any 1 borrower may not exceed $250,000, 
except for a pool loan in excess of $250,000 to ern formed by 
groups of small concerns for the purpose of establishing facilities to 
produce or secure raw materials or supplies. The exceptional pro- 
vision has scarcely been used. 

In the period August 1, 1953-December 31, 1957, SBA approved 
8,597 loans in its business-loan program totaling $398 million (table 
4). In the same period, SBA also approved 6,916 disaster loans 
totaling $72 million, including $59 million to rehabilitate business 
firms. 


TaBLeE 4.—Business loans of the Small Business Administration, 1954-57 
{Amounts in millions of dollars] 


Approved loans, by type 


Applications 
received Total Direct loans }Immediate 
participations | participations 
Period 
Num-| Amount|/Num-; Amount Num-| Amount|Num-| Amount Num-| Amount 
ber ber ber r ber | 


= 
S 


1954 2 107 
Aug. 1, 1954, to June 30, 
1955 


—— 
9° $2 90 Ge 


1956—January-June.----|2, 578 51.6 
July-December. - .|3, 337 70.0 
1957—January-June_--...|3, 527 ; 89.0 
July-December. . . |3, 002 i 73.3 


19, 554| 1,007.0 
| 


| 

| 

3, 48.9 | 

1955—July-December- -. .}1, 503 | ; 25, 30.3 
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Source: Small Business Administration semiannual reports. 


17SBA makes loans to assist in rehabilitation of homes and businesses damaged of 
destroyed by floods, storms, or other natural disasters. It is also authorized to make loans 
to businesses which are located in an area designated as a drought-disaster area by the 
President or the Secretary of Agriculture. 
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The current lending authority of SBA is $430 million. This is set 
up as a revolving fund, and it is oe in the following manner: 
$305 million for business loans, and $125 million for disaster loans. 
While the authorization sets the rarely on total outstanding loans and 
ten Tt it does not automatically provide funds for. lending 

ration. These are appropriated to the revolving fund by Congress 
Tally on the basis of SBA estimates of the funds to be disbursed 
andcommitted. SBA pays interest on funds (received from the Treas- 
wy) at a rate which for each fiscal year is equal to the average inter- 
est rate on Treasury borrowing. 

Size standards determining eligibility for financial assistance.— 
To qualify for a loan a business unit must be small, according to the 
following definitions: 


(1) Manufacturing concern.—Small if it employs 250 or fewer 
ce ees, including employees of affiliates; large if it employs 
more than 1,000 persons. If a firm has more than 250 employees 
but less than 1,000 classification as small or large depends on the 
type of manufacturing activity. 

(2) Nonmanufacturing concern—Wholesalers—small if an- 
nual dollar sales are less than $5 million; retail or service trades— 
small if annual sales or receipts are less than $1 million; construc- 
tion—small if average annual receipts for preceding 3 years are 
less than $5 million; trucking and ware -housing—sme ll if annual 
receipts are less than $2 million; and taxic -abs—small if annual 
receipts are less than $1 million. 


All firms conforming to the size standards are not necessarily eli- 
gible for loans. As a general rule, SBA grants no loans to firms re- 
quiring capital to finance a change in ownership, unless the change 
isnecessary to the continued existence of that business. It also gr ants 
no loans to recreational facilities or lending institutions. Only re- 
ently has SBA extended eligibility to privately owned hospitals, 
nursing homes, medical and dental laboratories, four-walled theaters, 
technical and trade schools (if operated for profit), and to small busi- 
nesses engaged in the pr: hn e of a profession or rendering profes- 
sional service. 

Within the framework of its size standards and other eligibility 
requirements, SBA by December 31, 1957, approved 3,197 loans for 
§200 million to small manufacturers, 3,207 loans for $97 million to 
small wholesalers and retailers, and 888 loans for $32 million to service 
trades.* Total business loans included 16 loans made to local develop- 
ment corporations and 1 made in participation with a State develop- 
ment credit corporation.” 

General lending policies.—The Small Business Act of 1953 permits 
SBA to make a loan only if credit is unavailable from private sources. 
In processing a loan applic ation the SBA explores with the applicant 
all possible means of obtaining private credit, including the possibility 
ofa loan from a local or State development corporation, or from a 


*Data obtained directly from SBA. 

*It should be noted that SBA does not make direct loans to State organizations, which 
include as members financial institutions which furnish funds on the call of the organiza- 
tion, SBA, however, does participate in a loan to a firm certified as a small business. 
8BA does make loans to local development groups; of the 16 loans made, 15 had bank 
participation, and 1 was a direct SBA loan. For further discussion of the State develop- 
ment credit corporations, see study 16 (Anderson), p. 336. 
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priv: ate financing institution with a regulation V guaranty if the firy 
is attempting to “finance a defense contract. The Administr: ation also 
investigates ways and means whereby the potential borrower might 
increase equity capits al and improve financial management in order to 
strengthen his position as an applicant for private credit. 

If the applicant is eligible for SBA assistance, lending policy re. 
quires that the forms of assistance be considered in the following order: 
Deferred participation, immediate participation, and direct loan2® Ag 
a result, SBA makes a direct loan only if participations are pot 
available. 

In view of this policy, it should be noted that since the first half of 
1956 the proportion of total loans represented by deferred participa. 
tions has declined steadily and sharply, while the proportion repre. 
sented by immediate participations or direct loans has risen (table 5), 


TABLE 5.—SBA loans approved, by type, July 1955-—December 1957 


[Percentage distributions of number, within 6-month periods] 


Participation loans 


6-month period Potal Direct 
loan | 

Total | Immediate | Deferred 

1955—July to December 100 35.4 4.6 32.8 31.8 
1956—January to Jun« 100 27.1 72.9 41.1 31.8 
July to December 100 27.8 72.2 48.0 24.9 
1957—January to June 100 30. ¢ 69.4 51.3 18] 
July to December 100 $3. 66.0 51.0 15.0 


Source: Small Business Administration semiannual reports 


The shift from deferred to immediate participations is explained 
by SBA as follows: 

Undoubtedly reflects the desire of the banks to use their loan funds to extend 
credit to as many of their customers as possible. It reflects also the relative 
unprofitability to banks of deferred participation loans in view of the prevailing 
higher interest rates now charged for bank loans as contrasted with the interest 
rate remaining toa bank on a deferred participation loan after the Small Business 
Administration’s participation fee is deducted.” 

Emphasis on secured loans.—The SBA operates under the statutory 
requirement that all loans made “shall be of sound value or so secured 
as reasonably to assure payment.” Although the wording suggests 
alternative measures for protecting the lender, one emphasizing the 
earnings prospect of the borrower and the other stresssing the market 
value of collateral, SBA requires that all loans be secured by adequate 
collateral. 

In applying its loan-security requirement, SBA varies its emphasis 
on collateral as « ompi ared with earning ability from loan to loan. The 
limited loan participation program, established in 1956, illustrates this 
flexibility. Designed to meet the needs of small retailers, wholesalers, 
and service concerns that have good earnings records but little tangible 


” For explanation of the terms. see pp. 254 and 256. 

211, S. Small Business Administration, 8th Semiannual Report, 1957, p. 45. It should 
be noted that in a deferred participation loan, the SBA charges the private lender a par 
ticipation fee ranging from 1 to 2 percent depe nding on the share of the loan protected 
by the SBA participation. The private lender is not permitted to charge more than 6 pe 
cent interest on loans in which the SBA participates. Since the participation fee reduces 
the net return to the private lender, a period of rising interest rates makes the deferred 
participation loan, with an interest ceiling of 6 percent, relatively unattractive to a privat 
lende 
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collateral, the program authorizes SBA to participate in 5-year loans 
up to § $15,000 or 75 percent of the total loan, whichever is smaller. In 
Bp loans the SBA accepts the bank’s judgment of the borrower's 
credit worthiness—an oo that may place little or no emphasis 
on tangible collater ‘al. Under this program the SBA from early 1956 
through 1957 approved 2,278 loans amounting to $33 million of ‘which 
about two-thirds went to wholesale, retail, and service concerns. 

A review of the reasons why SBA has rejected almost as many loan 
applications as it has approved reveals that insufficient earning ability 
has been the most frequent reason, 39 percent of the total number of 
reasons given, while insufficient collateral has ranked next with 34 
percent (table6). 


Taste 6.—Reasons given by SBA for declining business-loan applications, May 1, 
1954, to Sept. 30, 1957 


Reason Number | Percentage 
| distribution 
Earning ability not demonstrated or assured for future 5, 941 | 39 
Insufficient collateral 3, 617 24 
Insufficient equity investment (including disproportionate debt-net worth 
ratio) . 2, 567 17 
Need for SBA funds not demonstrated 1, 049 7 
Unsatisfactory financial condition _ - 1, 198 8 
Not eligible 278 2 
Other 622 4 
All reasons ! ‘ 15, 272 100 
Applications declined -. 7,018 ‘ 


1 Total numbe r of reasons exceeds number of applications declined because in most instances two or more 
reasons were given for de ae 


Source: U. S. Congress. House. Statement before Select Committee on Small Business, hearings, 
Problems of Small Business Financing (85th Cong., Ist sess., Nov. 19-22, 1957), p. 219 and following. 


Interest rates —The law governing SBA sets a maximum interest 
rate of 6 percent for business loans. SBA’s policy is to make all di- 
rect loans at. 6 percent and to make participation loans at rates deter- 
mined by the private lender (within the 6 percent maximum). SBA 
does not permit a rate differential between bank and SBA shares of a 
participation loan. 

The interest rate on direct loans is not varied from borrower to 
borrower in any one locality, from locality to locality, or overtime. 
SBA considers that it is administratively infeasible to work out a 
shedule of interest rates varying with such factors as loan size, risk, 
and maturity; it also believes that the rate should be uniform for all 
parts of the country so that no borrower is placed in an unfavorable 
competitive position by differentials in local or regional money mar- 
kets, 

Recent. congressional pressure to reduce the interest ceiling to 5 per- 
cent has been resisted by SBA on the grounds that such a reduction 
would reduce the attractiveness of the deferred participation to pri- 
vate lenders since the participation fee reduces their net return. The 
marked decline in the last 2 years in the relative importance of de- 
ferred participations tends to affirm this position.22 SBA also con- 
siders that a reduction of the interest ceiling on direct loans would be 





“If the current decline in market interest rates continues, deferred participations may 
become relatively more attractive to the private lender. 
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unrealistic in view of the high administrative costs of making and 
servicing small loans in a program that requires the detailed screenin 
of applicants to determine not only their inherent creditworthiness 
but also their inability to secure funds from private lenders. 

Operating results.—Closely related to SBA interest rate policies are 
the operating results of its financial assistance program which includes 
both business and disaster loans.** Lending operations have resulted 
in net losses in each fiscal year. The net loss for 1957 is reported at 
$5 million.” 

Operating losses for SBA must be viewed in relation to the nature 
of its lending operations. The business loan program involves con- 
siderable financial counseling and screening before a loan is appears 
The considerable number of loan applications rejected by SBA in- 
volves a large amount of administrative expense. Furthermore, of the 
8,597 business loans approved since the start of the program, 1,273, 
or one-seventh of the total, were canceled in full prior to disbursement 
and yielded no income to meet the expense involved in approving the 
loans. Also contributing to the operating losses are disaster loans 
amounting to about 18 percent of the SBA funds authorized. These 
loans have an interest ceiling of 3 percent as compared with the interest 
rates of 27% and 384 percent paid by the SBA for funds obtained from 
the Treasury in the fiscal years 1956 and 1957. 

The full story on the soundness of SBA loans will not be known 
until the numerous 5- and 6-year loans fall due or until SBA operates 
over a full cycle of economic activity. As of December 31, 1957, SBA 
reported that 114 business loans were in liquidation and that on 157 
loans payments due were overdue more than 60 days. Only 14 loans 
had been charged off for a total SBA loss of $152,000.2° In most of 
these cases the collateral was sufficient to protect SBA. 


Other programs 


Of other Government lending programs currently in existence only 
one—the fisheries loan program of the Department of Interior—falls 
within the scope of this report.” 

The fisheries loan program was established August 8, 1956, to meet 
the financing problems of fishermen (not shore establishments) who 
were unable to secure credit from private lenders on reasonable terms. 
With a revolving fund of $10 million, the Department of Interior 
extends direct loans with maximum maturity of 10 years to fishermen 
for the improvement of gear and vessels. In the period December 2%, 
1956, to January 16, 1958, the Department received 357 applications 
for direct loans amounting to $13.5 million. Of these, 174 loans 
amounting to $4.8 million were approved. 

The administration of this program is a joint effort of the Interior 
pe agen and the Small Business Administration. For a loan of 
more than $5,000, the SBA provides the credit analysis while the 
Department of Interior investigates the technical aspects of the vessels 


For accounting purposes SBA currently combines disaster loans and the business loan 
program. 
% This refers only to regular lending operations and therefore excludes $1.8 million of 


expenses incurred by procurement and technical assistance programs. See SBA, 8th Semi- 
annual Report, 1957. p. 116. 


= Data obtained directly from SBA. 
*% The small programs of the Bureau of re Affairs and the Virgin Islands Corporation 
have already been mentioned. (See note 3, 253.) The lending prcerame of the U. 8. 


Maritime Administration and the Export-Import Bank provide significant aids to American 
shipping and trade but have little importance for small business. 
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and gear to be improved by the loan. SBA disburses loan funds which 
are charged to the Department of Interior revolving fund. 

The Department indicates that loans have ranged from $750 to 
$250,000; all loans have been made at an interest rate of 5 percent 
(legal minimum is 3 percent) with an average maturity of 8 years; 


. that banks normally do not extend credit of such maturity to fisher- 


men; and that, considering the nature of the fishing industry, the 
program may be considered a small-business financing program. 


GENERAL CHARACTERISTICS OF LOAN PROGRAMS 


Certain characteristics of lending activities for small business under 
Government programs emerge from the experience since 1934. These 
characteristics provide a basis for evaluating the effectiveness of 
Government programs in meeting the financing needs of small business. 
The characteristics may be summarized as follows: 


(1) Avoidance of competition with private lenders and the 
related emphasis on participation arrangements with private 
lenders, especially deferred participations. 

(2) Emphasis on secured Joans. 

(3) Elaborate procedure of loan processing involving counsel- 
wa on business management matters. 

(4) Large proportion of loan applications denied. 


(5) Relative inflexibility of interest rates over time and absence 
of differentials for varying size, risk, and maturity of loans. 
(6) Intermediate-term financing for working capital purposes. 
(7) Large proportion of loan approvals for manufacturing 
enterprises. 
(8) Subsidy aspects of programs. 
Avoidance of competition with private lenders 

The policy of extending credit only if it cannot be obtained from 
private financ ing institutions has been a statutory requirement for 
most Federal business loan programs. In this sense the direct loans 
of SBA, RFC, SWPC, and the Federal Reserve banks have been 
last-resort credit facilities to be used only if other credit channels 
were closed. 

In all programs an effort has been made to extend credit, whenever 
possible, under some collaborative arrangement with private fiuanc- 
ing institutions. Approximately 70 percent of the amount of loans 
approved by SBA have been participation loans (table 5) ; more than 
half of the number and two-thirds of the amount of Federal Reserve 
bank industrial loan authorizations were made cooperatively with 
commercial banks; and RFC participations represented a consider- 
able proportion of its total credit. (During the period from mid- 
1946 to mid-1947, RFC participations exceeded direct lending in 
amount.)*® In the V-loan and VA programs, almost all loans were 


“Data obtained directly from Department of the Interior and SBA. 
% National Bureau Report, pp. 260 and 482-483 In the 1946-47 period RFC participa- 
tion loans outnumbered direct loans in the ratio of 7 to 3. 
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made by private lenders and protected in part by Government guar. 
anties or insurance.” 


Emphasis on secured loans 


In contrast to term lending by commercial banks, which involves 
some unsecured loans, all loans of SBA, RFC, SWPC, the Federal 
Reserve banks, and the Department of Interior have been secured. 
Although the statutes governing these agencies do not specifically 
neqene secured loans, the administrators of business-loan programs 
have assumed that assurance of repayment, which is a statutory spee- 
ification, means requirement of collateral. 

This emphasis on secured loans is not surprising in view of the 
nature of the loan programs. The Government loan officer is re- 
quired to restrict his loans to concerns unable to attract private credit 
but nevertheless is expected to avoid lending to concerns whose 
chances of repayment are remote. Although some borrowers ap- 
pearing at Government loan windows are creditworthy (having had 
their applications rejected by commercial banks because the maturity 
requested was too long, or because the bank lacked experience with the 
type of credit requested, or because the amount sought exceeded the 
lending limit of the bank), there is little question that many bor- 
rowers have been substandard from a bank credit point of view. 
The National Bureau Study of RFC borrowers reveals that the 
majority of loan applicants had very inadequate working capital and 
a high ratio of indebtedness to net worth.*° Since appraisal of 
character and earnings prospects is a matter of judgment, and in the 
event of mistake difficult to defend before a congressional committee, 
the Government loan officer, in order to have reasonable assurance 
of repayment of a loan, seeks to limit risk by requiring something 
objective and measurable—collateral. 

Elaborate procedures of loan acquisition and servicing 

Since Government loan programs are directed to applicants with 
credit rejections from private lenders, a difficult task of credit investi- 
gation and loan procedure is imposed on the Government loan officer. 
It is a task that combines an analysis of borrower eligibility and 
creditworthiness with managerial counseling. 

In addition to the credit analysis, made more complex by the mar- 
ginal risk status of many applic ants, a considerable portion of time 
and expense is used in screening applicants to determine their eligi- 
bility for financing aid under the particular loan program. SBA re- 
ports that it requires tangible proof of refusal by private banks to ex- 
tend credit and that it considers possible assistance available from 
other private sources including local and State development corpo- 
rations. It also negotiates with banks on possibilities of immediate 
or deferred participations. 

In processing loan applications, the Government lending agencies 
find that a considerable number of applicants need managerial assist- 
ance more than they need credit. Consequently, it counsels the appli- 
cant on possibilitities that might strengthen his credit standing among 
private lenders, including accounting and auditing methods, other 





2 Under regulation V, any financing institution, public or private, may apply for the 
guaranty of a portion of a loan to a war producer. Practically all applications, however, 
were made by commercial bankers 

” National Bureau Report, p. 450. 
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aspects of financial management, and means of increasing equity 


capital. The SBA reports that 


often the problem is undercapitalization or perhaps a need for liquidation of 
inventory or obsolete equipment, revision of credit policies, or a change in prod- 
uct pricing principles * *. A firm’s product line may be too broad or too lim- 
ited or its sales policies may need review * * *.™ 

The RFC, by using its engineers, accountants, and other personnel 
trained in business problems, was often able to determine the major 
aspects of the problem confronting the applic ant. It often found 
that the borrower's main difficulty was in stating his case for credit 
even When his record warranted credit accommodation. Frequently, 
he was convinced, after scrutiny by financial counselors, that he did 
not need credit, or after a revision of his credit application, he was 
able to secure the credit from a private lender 

In a study of the industrial loan experience of New York Federal] 
Reserve Bank, Robert Roosa observes that 

Through the analysis of risks, prior to approval of the applications one fact 
stood out; virtually all of the applicants seemed to have a greater need for man- 
iwerial assistance than for credits; in many cases, what the borrower considered 
to be a need for credit was merely a surface manifestation of underlying weak- 
ness in the technical, sales, financial, or accounting aspects of his own manage- 
ment.” 

One of the problems of a lending procedure designed to provide 
reasonable assurance of repayment from applicants of questionable 
ee rertipere is the amount of time used in analysis of loan appli- 
cations and in approving and closing loans. All Government loan 
programs tua been criticized for delays in acting on loan applica- 
tions and for requiring much information not readily available to the 
small-business man. It has been charged that complicated forms, 
involved procedures, and detailed appraisals of financial statements 
and collateral deter potenti: ally creditworthy applicants from seeking 
assistance from Government lenders. Although it is impossible to 
evaluate the validity of these charges, it is significant that the RFC, 
SWPC, the VA, and more recently the SBA, have attempted to 
treamline their procedures for the smaller loans by developing some 
form of automatic program, in rere deferred participations or 
guaranties in which responsibility for most. of the credit analysis is 
assumed by private lenders. The SBA, in its limited loan participa- 
tion program has found this to be particularly helpful in expediting 
loans to small retailers, wholesalers, and service trades. The Ad- 
ministrator reports that such loans are processed within 24 to 36 hours 
after receipt as compared with 3 to 4 weeks for regular SBA business 
loans. 

Large proportion of application denied 

An interesting commentary on the lending standards of the Gov- 
ernment loan programs is the proportion of loan applications denied. 
Over the period 1953-57, the SBA declined 8,124 applications, approxt- 
mately half of the total considered, and in the period 1934-51 the RFC 
rejected a similar proportion of about 88,000 applications for business 


“=U. S. Congress, Senate Subcommittee of the Committee on Banking and Currency, hear 
ing, Credit Needs of Small Business, testimony of W. B. Barnes, 85th Cong., 1st sess., 
June 3—20, 1957, p. 354 

*R. V. Roosa, The Industrial Loans of the Federal Reserve Bank of New York, speech 
delivered before the 6th Annual Convention of the National Conference of Commercial 
Receivable Companies, New York, October 15, 1950 (mimeographed). 
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loans of all sizes (exclusive of applications under blanket participa. 
tion agreement.) During the period 1934—40, perhaps the most active 
phase “of the Federal Reserve industrial loan program, 70 percent of 
the applications were declined. The Smaller War Plants Corpora. 
tion which operated during the war when credit standards of lending 
agencies were liberalized to expedite the war effort, denied approxi- 
mately one-third of the dollar volume of applications.** Since the 
reasons for loan refusals center on the inability of the applicant to 
demonstrate sustained earning power, on insufficiency of collateral, and 
on inadequacy of equity investment, the high proportion of loan appli. 
cations rejec ted is at least partially indicative of weakness in the credit 
standing of applicants and of unwillingness of Government loan offi 


cers to subsidize heav y risks or to prolong the operation of a business 
likely to fail. 
Uniform interest rates 

In most Government credit programs the interest rate is uniform 
for all geographical areas and for all loan sizes, risks, and maturities, 
Another characteristic is that rates change infrequently. 

The SBA policy of operating at uniform interest rates within the 
6 percent maximum rate was discussed on page 24 to 26. The rate on 
RFC loans of 5 percent during 1934-38 was reduced as a matter of 
policy to 4 percent for the period 1939-49 and then raised again to 5 
percent. The SWPC maintained a 4 percent rate throughout its pro- 
gram, and under the V-loan programs providing loan guaranties, the 
Board of Governors of the Federal Reserve System limited the interest 
‘ate that could be charged by the lender to 5 percent until May 1957, 
when it was raised to 6 percent. 

On guaranteed business loans secured by real estate, the VA had 
an interest rate ceiling of 4 percent until 1953 when it was increased 
to 41% percent.” On insured. business loans not secured by real estate, 
the maximum rate has been 5.7 percent since 1947. 

In the beginning of the Federal Reserve industrial loan program, 
six Reserve banks announced standard interest rates, while the remain- 
ing banks published rates varying from 4 to 6 percent. While all banks 
eventually adopted a range of rates, the range permitted only a partial 
reflection of the variation of individual loan risks and costs. 

In contrast to the uniformity of the Government loan rate on busi- 
ness loans, the interest rate structure on business loans at commercial 
banks is marked by differentials that reflect variations in size of loan 
and of borrower. Rates tend to be higher on small than on large 
loans because of the higher cost of making and servicing a small loan, 
and rates generally rise as the size of the borrower decreases, probably 
reflecting greater risk to the lender in lending to small businesses. 

An important aspect of the uniform and relatively inflexible interest 
rates charged under Government loan programs since the mid-1940’s 
is that the rates on small loans, have be en below the rates charged by 
commercial banks for comparable loan sizes and risks. The RFC rate 
of 4 percent in effect in 1946 was below the average long-term rate 


*% This high percentage reflects in part statutory requirements, especially that credit be 
restricted to working c apital loans. 


*%* Based on applications during 1942-44, Donald R. Fuller, Government Financing of 
Private Enterprise (Stanford University Press, 1948), p. 151. 

% A 1948 amendment permits the Administrator, with the approval of the Secretary of 
the Treasury, to approve of rates up to 4% percent per annum on guaranteed loans. The 
rate was held at 4 percent, however, until 1953. 
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charged by commercial banks on all term loans of less than $50,000 
and to borrowers with assets of less than $750,000 (table 7). Evidence 
that the RFC rate was well below commercial bank rates is strikin 
in view of the fact that during 1945 and 1946 80 percent of the RF 
loans were less than $50,000, and that many of its loans went to new 
businesses and to unincorporated business enterprises with risk char- 
acteristics that commercial banks would not be likely to assume — 
at rates higher than the reported averages.** Thus there is no doubt 
that the RFC was making small loans at bargain rates, if not below 
cost. 


TABLE 7.—Average interest rates on long-term business loans at member banks, 
Nov. 20, 1946, by size of loan and size of borrower 


{Percent per annum] 


Total assets of borrower (thousand dollars) 














Amount of loan (thousand All bi es ok oS Peele ey . = i 

dollars) borrowers 2 | | 

Under | 50 to 250to | 750to | 5,000 and 
50 | 250 750 5,000 over 
Less than 0.5... 8.9 9.0 6.9 6.8 “ " 

0.5 to 0.9 7.7 7.8 6.0 4.9 : 2.4 
1.0 to 4.9 5.9 6.0 | 5.6 5.0 4.5 2.4 
5.0 to 9.9 5.1 5.2 5.0 4.3 3.3 | 2.4 
10.0 to 24.9 4.6 | 4.8 4.5 4.3 4.5 2.4 
25.0 to 49.9 4.2 4.5 4.3 | 4.2 3.6 2.4 
50.0 to 99.9 3.8 4.2 4.0 | 3.3 2.2 
100.0 to 499.9 3.0 4.3 3.9 3.2 2.2 
500.0 to 999.9 2.4 3.8 3.2 2.1 
1,000.0 and over 2.1 | | os | 2.8 2.1 
All loans-. 2.8 5.4 | 4.4 | 4.0 | 3.2 21 

| | | 





| 





1 Long-term loans are defined as those maturing in over 1 year. 
2 Includes rates paid on small amount of loans unclassified by size of borrower. 


Source: Richard Youngdahl, ‘‘The Structure of Interest Rates on Business Loans at Member Banks,’ 
Federal Reserve Bulletin, July 1947, p. 816. 


A similar comparison may be made of the SBA standard loan rate 
and commercial 5 we rates in 1955. Taking account of the fact that 
SBA charged a 6-percent interest rate on all its direct business loans, 
that 20 percent of the loan approvi als were for less than $10,000, and 
that 53 percent involved loans of $25,000 or less, the average commer- 
cial-bank rate of 7.8 aap on loans of less than $10,000 and 6.2 per- 
cent on loans of $10,000-$25,000, furnish some evidence of the relative 
underpricing of SBA credit. Data available in the 1955 Federal 
Reserve Business Loan Survey indicate that approximately 47 percent 
of the number of all business loans (all maturities) and 70 percent of 
all 1- to 5-year term loans outstanding as of October 16, 1955, carried 
interest rates of 6 percent or more. Practically all the above-mentioned 
high-interest loans were in the small-business category. Except for 
some widening of the differential between the inflexible uniform SBA 


rate and commercial-bank rates, the picture for 1957 is similar to 
1955.38 





*National Bureau Report, p. 255. U. S. Congress, Senate, Special Subcommittee of 
the Committee on Banking and Currency, hearings on S. R. 132, 80th Cong., 2d sess., Janu- 
ary 14—22, 1948, p. 589. 

m Unpublished data, 1955 Business Loan Survey, Board of Governors of the Federal 
eserve System. 

% Available data indicate that during the period 1955-57 of generally rising interest 
rates, the rates charged small borrowers rose relatively less sharply than those charged 
large borrowers. 
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The level of the standard loan rate—uniform and relatively in. 
flexible—in Government loan programs has made public credit rela- 
tively more attractive than private credit, particularly in periods of 
rising-market interest rates. Whether such a pricing relationship 
with its impact on the allocation of credit is desirable is a matter of 
individual judgment as to the necessity for providing special induce- 
ments for small-business borrowing. 

There is no doubt, however, that, unless uniform interest rates are 
geared to the high costs of administering small-business loans, the 
Government loan. agency finds itself in a position where it is making 
many of its small-business loans below cost. SBA loan costs e xceed 
income for loan sizes up to $20,000 (table 8), while the RFC loan 
costs (excluding provisions for losses) exceeded income on loan sizes 
up to almost $100,000.°° In such a situation, the lending agency must 
rely on the profits of larger loans to offset the losses incurred by the 
smaller ones. 

In periods of rising interest rates, the uniform and inflexible loan 
rate on public credit tends to jeopardize the position of deferred par- 
ticipations or loan guaranties. The recent experience of SBA, when 
interest rates were rising, reveals that, at the ceiling rate of 6 percent 
on deferred participations, commercial-bank lenders were reluctant to 
engage in a participation agreement that required them to pay a par- 

ticipation fee to SBA for the protection of a loan which yields a gross 

interest of only 6 percent. During the fiscal year 1957 and the first 
half of fiscal 1958, the proportion of business-loan approvals made 
on a deferred-participation basis dropped from 32 to 15 percent. 


Tas_Le 8.—SBA costs, revenues, and margins for loss on business loans, by size 


[Estimates in dollars calculated for a 5-year amortized loan with a standard interest rate of 6 percent] 





Costs excluding provision for loss 


Size of loan (dollars) Gross reve- Margin for 
Acquisition, nue 3 loss 
closing, and Interest ? Total 

service ! 
1,000___ 1, 832 90 | 1, 922 180 | —1, 742 
5,000__- 1, 832 450 2, 282 900 — 1, 382 
10,000 1, 832 900 2, 732 1, 800 — 932 
20,000 1, 832 1, 800 3, 632 3, 600 —32 
25,000___ 1, 832 2, 850 4, 682 5, 700 +1, 018 
50,000 1, 832 4, 500 6, 332 9, 000 | +2, 668 
75,000 1, 832 6, 750 8, 582 13, 500 +4, 918 
100,000 1, 832 9, 000 10, 832 18, 000 +7, 168 


! Acquisition cost (processing) estimated at $365; closing cost, $267; and cost of servicing for 5 years, $1,200; 


for a total of $1,832. This total is assumed to be constant for all loan sizes and to be incurred when loan is 
made. 


2 Interest on Treasury funds assumed to be 3 percent of outstanding loan balance or 34 of original principal. 
> Revenue calculated at 6 percent of average outstanding loan balance or 35 of the original principal. 


Source: U.S. Congress, House, Subcommittee No. 2 of the Select Committee on Small Business, hearings, 
The Small BusinessAdministration, pt. I, 85th Cong., Ist sess., April 1957, p. 429. 


The VA, although it imposes no guaranty or insurance fee on com 
mercial banks making protected loans, indicates that the ceiling rate of 
5.7 percent permitted for non-real-estate insured loans has recently 
narrowed bank participation in the VA loan program.“ 

According to estimates in the National Bureau Report, the represent- 
ative loan involving a VA guaranty during the 1946-47 period of 


National Bureau Report, table B—55, p. 513. 
®° See appendix table 3. 
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peak operations was a $3,000 loan with a maturity of 3 years made to 
a very small firm.“ It is pointed out that commercial banks would 
normally impose an interest charge of 914 to 10 percent per annum on 
an unguaranteed loan of this type, and that, after the initial patriotic 
support of the veterans program subsided, the business-loan guaran- 
tee-Insurance program, with its 5.7 interest rate maximum for non- 
real-estate loans, was bound to diminish in scope.” 

At the ceiling rate of 5 percent for V loans, bankers apparently were 
reluctant to extend credit under such loan guaranties during a period 
when net interest returns were greater from alternative loans or invest- 
ments. In May 1957, the Board of Governors of the Federal Reserve 
System raised the maximum rate to 6 percent. 

Intermediate-term financing for working capital 

Most Government lending programs for small business have pro- 
vided, primarily, medium-term working-capital loans. The Federal 
Reserve industrial loans were limited by law to working-capital pur- 
poses and to a maximum maturity of 5 years. Borrowers from the 
RFC used credit to augment working eapital in 34 percent of the num- 
ber and 38 percent of the amount of direct loans.“ The major propor- 
tion of RFC direct loans had maturities of 5 to 9 years. Of the $398 
million authorized by SBA, 36 percent was borrowed for working- 
capital purposes, the predominant proposed ues of SBA business loans. 
The average maturity of SBA loans is 5 years. In 1945, the SWPC 
reported that 80 percent of its loans were for working-capital pur- 
poses. Because most SWPC loans were geared to the performance of 
specific war-production contracts, the maturities were primarily short 
rather than intermediate term. The business loans underwritten by 
VA involved maturities averaging 3 years during the most active years 
of the program. 

It is noteworthy that most Government credit programs operated 
well within their statutory limits on loan maturities. For SBA, 
SWPC, RFC, and VA, these averaged 10 years, but most loans were 
of considerably shorter maturity. There is no explicit explanation of 
this phenomenon. The stress on intermediate-term financing may re- 
flect the inability of small business borrowers to furnish reasonable 
assurance of repayment over longer periods or it may indicate that 
small business applicants do not seek long-term loans from Government 
lending agencies. SBA states that its average maturity of 5 years for 
business loans indicates that the majority of SBA borrowers are seek- 
ing intermediate- rather than long-term financing. This impression 
is not conclusive as to the nature of small business credit demands, 
since some studies of small business borrowers indicate that a signifi- 
cant portion of the demand for credit is never brought to the attention 
of lenders because potential borrowers anticipate rejection of their 
credit applications." 

The average maturities of loans under Government programs, al- 
though shorter than their legal maxima, are somewhat longer than 
the average maturity of term loans by commercial banks. About one- 


"National Bureau Report, p. 557. 
*Ibid., p. 2. It should be noted that another reason for the decline of the VA 


53 
business-loan program is the desire of veterans to conserve their GI benefits for home 
purchases, 


“Thid., p. 436. 
“ See study 4 (Kaplan and Banner), p. 116. 
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fourth of the nnumber of member bank loans to small business out- 
standing in the latter part of 1946 were term loans (maturities over | 
year). ‘Only 20 percent of these term loans had maturities of over 5 
years, with more than 60 percent of term loan maturities for periods of 
1 to 3 years.*° 

The surveys of 1955 and 1957 show that, as compared with 1946, a 
larger proportion of loans to small businesses were in the form of term 
loans, but that about 75 percent of such term loans had maturities of 1 
to 5 years.*® 


Concentration of loans among manufacturers 


With the exception of the VA business loan program, a very large 
proportion of lending under Government credit programs has been 
concentrated in the manufacturing sector of the economy. 

With manufacturing concerns representing less than 10 perce nt of 
the total number of business concerns in the United States, 37 percent 
of SBA loans were directed to this sector. The RFC had an even 
greater concentration, with 48 percent and 60 percent respectively of 
its direct loans and participations going to manufacturing.*” Ap- 
proximately 57 percent of Federal Reserve banks’ industrial loan 
approvals were for manufacturing enterprises (table 9). In contrast, 
among the members bank loans outstanding in November 1946 with 
VA protection, 63 percent were extended ‘to the retail and service 
groups combined. 

The usual explanation for this concentration in the manufacturing 
area is that manufacturers have greater needs for the longer maturities 
because of their greater use of fixed assets. It is said that because they 
require loans of larger size and longer maturities than commercial 
banks are willing to grant, and because they are exposed to greater 
fluctuations in earning power, they find more frequently than do 
businesses in other activities that Government loan programs may be 
their only source of funds. 


‘ Charles H. Schmidt, Member Bank Loans to Small Business, Federal Reserve Bulletin, 
August 1947, table 8, p. 972. 


*© See Pt. II, Surveys of Credit and Capital Sources, survey II. 


‘7 These exclude blanket participations. Of participations authorized under the blanket 
agreements, 39 percent went to manufacturing. 
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out- TABLE 9.—Industry groupings of business firms and of business loans and loan 
ver | guaranties from selected sources 
rer 5 [Percentage distributions within groups] 
1s of = 
Number of loans 
| All soaniinninaietamnibeanmpepintil enlnneigte 
16. 9 United l 
’ Industry States RFC Federal 
term business |} Member|___ sss CSCC «Reserve | «=2SBA 
firms bank | | bank loans 
of 1 loans | Direct | Partici- | loans | 
| loans pations | 
Manufacturing and mining !._...........- 9 15 48 60 | 57 37 
DEER. dp iwcnnosccaaetan ~aagibadiids 8 5 6 7 | 3 6 
arge Wholesale trade... _- yes high acess tad 5 7 5 5 | ul \ 37 
been CC En 43 37 16 13 21 
Transportation, communications, and 
EDD WOMMOR. A. cnsclinen nnn enend cst 5 12 28 6 | 1 5 
SN = Mt Shh xt ss. lA twne a aeens ae 22 17 15 4 | 5 | 10 
it of Finance, insurance, and real estate-_-_-_-- 9; & 1 @ lenaneacments sal 
* RO 55S Sec ccusecarteUpa aes 87 $2 61) 2 5 
cent oe se oleae Uteaemesites eam cS 
ven Total.......------ ial 100 | 100 | 100 100 | 100 100 
y of ———____—— —— --- 
\ 1 Predominantly manufacturing. 
4ip- 2 Excludes loans to railroads. 
loan 3 Less than 0.5 of 1 percent. 
4 Not covered in Department of Commerce estimates. 
rast, § Excludes loans to farmers, but includes loans to real-estate industry and a few not classified by industry. 
with 6 Includes loans to forestry, fishing, and farming industries (mainly the latter 2). 
Vice Norte.— Business firms are those in existence at end of 1949 (see Survey of Current Business, January 1952 
. 10). 
P Pederal Reserve bank loans represent applications approved Jan. 1, 1935-May 1, 1940; see Charles L. 
i Merwin, Jr., and Charles H. Schmidt, Capital and Credit Requirements of Federal] Reserve Industrial 
ring ~  —_— (National Bureau of Economic Research, Financial Research Program MS, 1942), pp. 
sys A-7 ff. 
ities Small Business Administration loans include immediate and deferred participations approved Sept. 28, 
7 1953-Dec. 31, 1957. 
they For description of member bank loans and RFC direct loans and participations see table 3. 
cial Sources: U. S. Department of Commerce, Survey of Current Business, January 1952, p. 10. National 
ater Bureau Report, p. 250. U. 8. Small Business Administration, 9th Semiannual Report, Dec. 31, 1957, 
| 
t do SBA experience furnishes another possible explanation of the im- 
y be portance of manufacturers’ loans in the portfolios of Government 
agencies. It found that the collateral requirement makes it difficult 
| for small businesses in retail and wholesale trade and in service lines 
letin, | to compete with manufacturers in obtaining loan approvals. As was 
pointed out earlier, the SBA instituted the limited loan participation 


anket ° : ° 
| program in order to make possible loan approvals for very small busi- 


| nesses that had good earnings records but little tangible collateral. 
| Under this program the proportion of approvals for nonmanufac- 
| turing activities increased greatly. 
| 
| 


Subsidy element 


The Government loan programs have not been financially self-sus- 
taining; in each case, the income from interest and participation and 
guaranty fees has not covered costs, if costs are considered to include 
the administrative costs of making and servicing loans, the provision 
for realized and anticipated losses on loans, and the cost of the funds 
used in the program. This has been the experience of SBA (table 
10) and of the RFC and the Federal Reserve banks (in 13b loans). 





“National Bureau Report, pp. 273 and 511. The RFC income and expense data cited 
relate to the period July 1, 1948—March 31, 1950, only. 
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TABLE 10.—Statement of SBA income and caxpense, fiscal years, 1954-57 


(Thousands of dollars] 


Account 1954 1955 1956 | 1957 


! 
Income: | 
Interest earned $26.0 $690. 4 $2,131.1 | $5, 183.2 
Fees earned on deferred participation loans--- | 5.7 160.0 312. 2 412.0 
Miscellaneous. - 2.6 6.5 | 25.4 
Total income... 31.7 | 853.1 | 2, 449.9 | 5, 620, 7 


Expense: j 
Interest paid to Treasury on revolving fund dis- | 


bursements. 14.5 276.0 1, 180.6 | 2, 996, 2 
Administrative expense 1, 512.7 | 2, 620. 7 3, 837.1 | 5, 456. 2 
Provision for losses: | | 

On business loans 46.8 | 426. 6 | 585, 5 | 1, 509.2 

On disaster loans-- 16.5 | 280.9} 1,688.5 | 712.7 
Other operating expense ___- | oy 3.3 | 13.7 
| 5 . |— he omit 

Total expenses.*- 1, 590. 6 | 3,604.2] 7,294.9] 210,687.4 

Net loss | 1, 558.9 2,751.1 | 4, 845.0 5, 066.7 

Administrative expenses of financial counseling pro- | 
gram (financed by direct appropriation) - -- 249.5 332. 6 | 496.7 | 3 898.9 
Ratio of administrative expenses to income (percent)4_ - 346 | 177 | 97 


| | | 
1 Covers only regular lending operations. Excludes expenses of other SBA programs and the expense of 
operations with respect to the liquidation of RFC disaster loans. 
2 Expense total reduced by $654, which represents assets acquired in liquidation of loans 
3} Financed from the revolving fund in 1957, and is a part of the administrative expense figure above. 
4 Includes expenses of disaster loan program. 


Source: U.S. Congress, House, Subcommittee No. 2 of the Select Committee on Small Business, hearings, 
the Small Business Administration, pt. I, 85th Cong., Ist sess., April 1957, p. 429. 


Even without provision for losses on loans, both SBA and RFC 
incurred deficits in their operations. In fact, the ratio of administra- 
tive expense to income for SBA provided no margin, except in 1957, 
for the payment of interest on funds advanced by the Treasury and 
also nothing for realized and anticipated losses on loans (t: able 10), 
Similarly, the RFC m: irgins for 1949 and 1950, were too small to cover 
the full costs of Treasury funds." 

While the Federal Reserve program shows a better relationship 
between administrative expenses and income, it should be noted that 
the Reserve banks absorbed overhead expenses that might have been 
allocated to the 13b program. Experience at the New York Federal 
Reserve Bank indicated that had it not been for one large loan of 
several million dollars, the total earnings of the program there would 
have been barely enough to cover current expenses and about one-sixth 
of the realized losses.” 

The unsatisfactory relationship between administrative expense and 
income as reported by SBA and by RFC, and to a lesser degree by 
the Federal Reserve banks, reflects in part the impact of st: randard 
loan rates that offer small loans below cost and the heavy expense 
of loan acquisition and of loan servicing. 


Loss experience 
Provision for anticipated and realized losses is an important expense 
item in the operating results of Government credit programs. This, 
of course, reflects the high risk element in a borrowing clientele pre- 
viously denied credit by private lenders. 
*The RFC was able to report profits for this period only because it excluded $350 


million of interest-free capital from its calculations of interest expense for funds used. 
* Roosa, op. cit. 
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Comparisons of loss experience among the Government programs 
are difficult because comparable data are not available and because the 
time span differs for each program. Available data on loss ratios are 
shown in table 11. 

The N vation: al Bureau reports on the basis of its survey of RFC loans 
that RFC losses, on loans extinguished before 1952, appear to have 
been heaviest on loans to very small firms, that is, those with assets 
under $25,000, and to businesses just organizing at the time the loan 
was made.®? Approximately two-thirds of the RFC business loans 
extinguished with loss were made to newly established firms. In com- 
menting on the V-loan program, it was noted that the losses involved, 
small as they were, represented mainly credits to small manufacturing 
plants.*? 

SIGNIFICANCE OF PROGRAMS FOR SMALL BUSINESS 


The contribution of Government business loan programs has 
centered on the provision of intermediate-term credit. The bulk of 
joan authorizations has been concentrated in maturities from 3 to 5 
years to be used for working capital purposes. The Government pro- 
grams—prevented by law from equity financing and authorizing only 
minimum amounts of long-term loans for the ‘construc tion of facili- 
ties—probably have contributed more to the modernization than to the 
growth of sm: all business. 


TABLE 11.—Business-loan losses and loss ratios of selected Federal agencies 


Realized and 
Period | estimated 
Agency covered losses Loss ratios 
(millions 
of dollars) 


a percent of all direct business loan 





Reconstruction Finance Corpora- lios4 5] 14.6 disbursements; 
tion ‘2 or 
le percent of amount disbursed on 
loans extinsuished prior to 1952. 
Federal Reserve banks (13b 1934-40 13.0 | 4.8 percent of total advances during 
period. 
1.7 percent of all business loans guaran- 
| teed or insured; 
Veterans’ Administration 1944—July 1957_| 210.7 or 
2.7 percent of original amount of loans 
repaid in full. 
V-Loan program 1942-46 6.0 | 0.06 percent of totai loans authorized. 


The RFC and Federal Reserve loss ratios are not comparable since RFC data cover a 20-year period with 
the bulk of loans closed during the prosperous postwar years. Estimated losses incurred by the Reserve 
banks in the 1934-40 period were sharply reduced by the boom conditions of the war and postwar periods 
At the end of 1951, estimated losses had declined to $1,900,000 and the loss ratio had been reduced to 0.6 
percent of all loans made through 1951. 

2 The full loss on small business loans guaranteed by the Veterans’ Administration is not known because 
VA collects data only on that part of the loss compensated by Government guaranty or insurance. 


NOTE Compar ble figures are unavailable for commercial bank term loans. It may be noted that in 
1951 insured commercial banks reported losses, chargeoffs, and transfers to reserve accounts amounting 
to less than 0.50 percent of loans and discounts of all types and m: sturitie S outstanding at the end of the 


year; the comparable figure for 1955 was 0.06 percent. 
Sources: National Bureau Report, pp. 271, 272, and 472. Veterans’ Administration, Loan Guaranty, 


July 1957, Pp. 51. 


Another contribution of Government business loan programs has 
been through their emphasis on lending in participation with private 
financial institutions, and thus on the character of bank lending to 


‘ National Bureau Report, p. 270. 
* Ibid., p. 92. 
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business. The stress on participations, particularly deferred partici- 
pations, has stimulated the use of term loans by banks and also tends 
to increase the size of loans authorized. Although a number of fac- 
tors have contributed to the growth of term lending by banks, there 
is little question but that term lending by Federal credit agencies 
accelerated bank interest in the use of such loans.* By underwriting 
term loans made by private lenders the Government loan programs 
reduced the risk of loss by private lenders, thus encouraging banks to 
explore the possibilities of term loans to relatively new and small en- 
terprises. ‘This was evident first in the blanket t participation pro- 
gram of the RFC and in the VA-protected loan program, and is cur- 
rently seen in the limited loan participation program of the SBA. 

In terms of loan sizes, participation lending has enabled banks to 
make larger loans to individual borrowers without incurring what 
they regard as undue risk through insufficient asset div ersification, 
Banks have rejected loan applic ations of some creditw orthy borrowers 
simply because the amount requested exceeded the amounts they could 
legally or prudently lend to one borrower. Participation lending 
permits banks to authorize loans in amounts exceeding the legal limit 
as long as the excess is guaranteed by the Gov ernment agency. Of 
the RFC participation loans authorized during 1934-47, 25 percent 
involved amounts exceeding the lending bank’s legal limit.% 

According to some critics, Government protec tion of bank loans 
leads to a lowering of bi inking lending standards. Such Government 
support, however, has broadened intermediate-term credit facilities 
for both c reditworthy and marginally creditworthy applicants. 

Still another significant contribution of Government loan programs 
to small business has been the financial and technical counseling re- 
lated to the processing and servicing of loans. Since small business 
tends to lack broad management skills, the technical aids offered by 
the Government programs help to solve credit problems indirectly. 
The Government agency, by providing the necessary financial ¢ ounsel- 
ing, has made it possible i in many instances for the applicant to obtain 
credit from a private lender. 

Measured quantitatively, Government financing of small business 
has not been great. From table 12, it is clear that, whatever the cri- 
teria used in defining small business, the dollar volume of loans to this 
sector was relatively small for programs conducted by the RFC and 
the Federal Reserve banks, and very small for the V-loan program.” 
The proportion of SBA loans made to small businesses has been 
larger, as has been that for loans underwritten by VA (not shown in 
the table) .°° 


588 Ibid., pp. 284-285. 

™ Thid., p. 495. 

The problem of measurement is further complicated by the fact that small business 
requirements have increase “d considerably in dollar terms through the time span covered in 
this report. For instance, ‘‘* * * the type of retail business that could be started, with 
as little as $1,500 in the 1930's is likely to require $12,000 or more if it is to put up a 
successful front in the present day.” Hearings, Credit Needs of Small Business, te stimony 
of A. D. H. Kaplan, p. 209. 

% For comment on VA business loans for the purchase of autos, see footnote 15 
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TABLE 12.—Loans to small business classified by varying criteria of size 


[Percentage of total amounts of business loans authorized by selected agencies] 


| Criteria used in classifying as ‘‘small business’’ ! 
Total busi- 
ness loans | 
Agency or program authorized 
(millions | 
| of dollars) 


Asset size of borrower 
Loan of 
| less than 
| $100,000 
| 
| 
| 


| Less than | Less than | Less than 


| 
| 
| | 








$50,000 | $250,000 | $500,000 
RFC? | 35, 613 25 4} 17 24 
federal Reserve banks. - - 3851 | 36 | 2 13 (4) 
V-loan programs § 13, 232 | 1 1 (4) 9 
SBA. - ‘ 3 398 | 61 | (4) (*) (*) 





iThe RFC considered all loans of less than $100,000 as ‘“‘small business” loans. The Federal Reserve 
usually classified borrowers from the Reserve banks and V-loan borrowers in terms of total assets, those with 
total assets of less than $50,000 being considered ‘‘very small.”” The proportions for Federal Reserve bank 
loans are based on loan activity during the period 1924-40; since that time few loans have been authorized 
put most of them have been large. Thus the percentages shown in this table clearly overstate the proportions 
of total amounts to date that have been authorized to small business. 

1 Estimated percentages for entire period 1934-53, based largely on National Bureau studies covering period 
1934-51. 

1 Direct loans and participations with private lender institutions. 

4Not available. 

} Loan guaranties. 


Sources: Data for loan sizes for RFC, Federal Reserve banks, and V-loans are from table 3 of this paper; 
for asset sizes, from National Bureau Report, p. 438; Caroline H. Cagle, 13b Loan Program of the Federal 
Reserve System, 1934-40 (unpublished mimeographed report, Board of Governors of the Federal Reserve 
System, 1952), p. 51; Susan S. Burr and Elizabeth B. Sette, A Statistical Study of Regulation V-Loens 
Board of Governors of the Federal Reserve System, 1950), p. 21 (V-loans 1942-46) and Federal Reserve fils 
V-loans 1950-57). All data for SBA loans are from Small Business Administration, 9th Semiannual 
Report, Dec. 31, 1957. 


When related to member bank financing of smal] business, as 
reported in the Federal Keserve business loan surveys of 1955 and 
1957, the combined volume of SBA and VA business loans and com- 
mitments outstanding at the end of 1955 was only 2 percent ($118 
million) of the $6.3 billion of small business loans outstanding at 
member banks in October 1955. The combined loan and commitment 
total for SBA and VA increased to $283 million outstanding on 
December 31, 1957, or 4 percent of the $6.9 billion reported as small- 
business loans of member banks outstanding in October 1957. 

Measured in terms of the number of business units in operation, it 
also appears that Federal credit agencies have served a very small 
section of the business population. In the peak years for the largest 
programs, the number of loans authorized was less than 11,000 (in 
1946) for RFC, less than 45,000 (in 1946) for VA, and less than 4,000 
(in 1957) for SBA. For all programs combined, around 55,000 loans 
were authorized in the peak year (1946). In most years all these num- 
bers were very much smaller.** The number of borrowers served was 
insignificant in relation to a total business population of 4 million, and 
probably even in relation to small concerns with marginal credit- 
worthiness.*® 

As has been pointed out, however, the significance of Government 
financing programs for smal] business is much broader than the num- 


' See appendix tables 2 and 3. 

*The number of loans authorized exceeds the number of business borrowers inasmuch 
as Some borrowers receive more than one loan, and loan authorizations are often canceled 
before disbursement. In the first V-loan program, for instance, the number of loans was 
twice the number of business units receiving credit. 
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ber or volume of loans made. The impact of the loan guarantee jy 
encouraging banks to move in the direction of term loans to smal] 
business and the managerial assistance given to loan applicants haye 
been positive steps toward making financing more readily available 
to small business. 


APPENDIX 


APPENDIX TABLE 1.—Business loans authorized by RFC and Federal Reserve 
banks, 1934-417 


{Amounts in millions of dollars) 


RFC Federal Reserve banks 
Year < 

Number Amount Number Amount 

1934 751 50.1 984 49.6 
1935 1,171 | 83. 0 1, 009 74.8 
1936 607 | 47.0 287 15.3 
1937 301 | 20. 0 126 iL. 
1938 4, 407 | 15.0 247 24 | 
1939 1, 645 119.0 128 | 13.2 
1940 980 86. 0 27 | 24.2 
1941 nia 665 | 208. 1 294 67.3 
Total 10, 527 765.0 | 3, 202 280.4 


1 Direct loans, participations, and commitments. 


Sources: Reconstruction Finance Corporation, Quarterly Reports, and data submitted by U. S. Treasury 
U. S. Congress. Senate. Subcommittee of the Committee on Banking and Currency, Hearings, Credit 
Needs of Small Business, 85th Cong., Ist sess., June 3-20, 1957, p. 230. 


APPENDIX TABLE 





Business loans and loan: guaranties of Federal agencies, by 
agency, 1942-5. 





> 1 
) 





[Amounts in millions of dollars] 


RFC SWPC VA Regulation V Federal Reserve 

Calen- loans banks 
dar year nee 
Number, Amount Number| Amount) Number! Amount Number| Amount Number|Amount 
1942 ‘a 6, 687 825. 4 36 3.5 2, 665 | 2, 688 221 128 
1943 3, 336 463.3 797 44.5 s ce 2, 682 3, 874 48 8 
1944____ 1, 533 371.9 , 508 185.4 || 9 248 11.2 |{ 2,087 2, 748 18 34 
1945 ___- 2749 179. 1 2, 145 iy Ss, ah. pas 1, 029 22 19 
PPeO canon 310, 127 * 464.0 e 44,764 124.9 14 5 31 21 
1947__.... 435. 5 37, 534 126. 0 32 21 
1948____ 275.0 16, 596 58. 5 33 y. | 
1949 388. 5 12, 695 d 42 l4 
1950 593. 6 11, 699 49 32 
1951 301.3 42, 491 R54 1, 395 38 ai 
1952 329. 5 30, 638 111.8 305 | 729 17 it 
1953 221.3 11, 257 29.5 135 234 12 3 

Total 51, 288 | 4, 848.4 4,486 | 5465.0 | 210, 986 566, 5 9, 965 | 612, 702 563 


Direct loans, participations, guaranties, and commitments. 
Total for January to June to provide for transition from calendar to fiscal year. 





Fiscal year total. 
Estimated. 
Yearly volume includes only SWPC share of authorization. Total amount reported differs from that 
in table 1 which was based on an official report that provided no data on annual volume, 
6 Includes all of first and part of second program. 


ono we 


Sources: RFC data from RFC, annual reports and U. 8. Treasury. VA data from Veterans’ Adminis 
tration, Loan Guaranty (December issues) and Supplement (1946-50). SWPC from Donald R. Fuller, 
Government Financing of Private Enterprise (Stanford University Press, 1948). V-loan data, Susan § 
Burr and Elizabeth B. Sette, A Statistical Study of Regulation V Loans (Board of Governors of the Federal 
Reserve System, 1950), p. 14, and Federal Reserve bulletins. Federal Reserve bank data from Federal 
Reserve bulletins. 
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Business loans and loan guaranties of Federal agencies, by 


agency, 1954-57 * 


[Amounts in millions of dollars] 


Federal Reserve 


Fisheries loans 


SBA? VA banks V-loans (Department 
Calendar | | of Interior) 
year | : ta = = cient aia caieiie sania aaa 
Num- |Amount| Num- |Amount| Num- |Amount| Num- |Amount| Num- |Amount 
ber ber ber | ber ber 
1954. 606 35} 7,157 | 21 | 6 15 | 73 142 | 
1955. 1,039 49 | 5,998 22 | 7 9 | 75 
1956. 1,915 82 3,910 | 16 4 | 6 | 57 186 | 
1957 3, 536 159 | 3,156 | 13 4 7 32 127| 174] 5 
Total 3 8, 597 3398 | 20,221 | 72 21 36 206 530 174 5 


1 Direct loans, participations, guaranties and commitments. 
?SBA data are for years ending June 30. 


3 Totals include 1,501 loan approvals aggregating $73 million for the first half of fiscal year 1958 (July to 


December 1957). 
Sources: 


Department of Interior. For other programs, see appendix table 2. 


SBA data from Small Business Administration, semiannual reports. 


Fisheries loans, from 











13. SECURITY FINANCING OF SMALL BUSINESS* 


INTRODUCTION 


This study is concerned with the cost and volume of small-business 
financing through securities. It also considers the effects of regula. 
tion of the sale of new security issues by the Securities and Exchange 
Commission, and in particular the effects on the costs of issuing 
securities. 

We first consider the general provisions of Federal regulation 
under the Securities Act of 1933 and the extent to which certain types 
of securities or transactions are wholly or partially exempt from 
regulation. Next, the general structure ‘of the capital market is out- 
lined with special reference to security financing of small business, 
Data on the cost of issuing new securities are then analyzed in some 
detail with special reference to the relative costs of large and small 
issues, and factors affecting such costs. 

It should, perhaps, be emphasized at the outset that the term 
“small,” as used in this study, is relative in the sense that it refers to 
the smaller corporations that use the capital markets. These are 
likely to be the larger of the corporations included in definitions of 
small business. Moreover, since many small businesses are unincor- 
porated, and financing through the public sale of securities is largely 
limited to corpor ations, a large part of the small-business sector Is 
automatically excluded from security financing. 

In this paper, we are concerned only with ‘the direct cost of long- 
term financing through security issues. Other factors beside cost 
affect the extent of small-business financing through this channel; 
these are covered for the most part in other studies. 


FEDERAL REGULATION OF SECURITY ISSUES 


The purpose of the Securities Act of 1933 is to protect the investor 
through the disclosure of pertinent facts. In accordance with this 
purpose, the Securities and Exchange Commission does not attempt 
to pass judgment on the investment merit of a new security issue, but 
tries only to make sure that all relevant facts concerning it are dis- 
closed. The act requires that the issuer of a new security, with cer- 
tain prescribed information, that the securities be offered for sale only 
after the registration statement becomes effective, and that any offer 
to sell be accompanied or preceded by a prospectus which contains 
in condensed form much the same information as the registration 


1 By Richard C. Pickering, Board of Governors of the Federal Reserve System, with the 
assistance of Margaret V. Hastings, Board of Governors of the Federal Reserve System. 

Richard C. Pickering holds degrees of bachelor of arts, Indiana University, 1948, and 
master of arts, Columbia University, 1949. Experience: Research assistant, Board of Gov- 
ernors of the Federal Reserve System, 1949-50: research associate, finance project, major 
committee on management survey, New York City, 1950-52; and economist, Capital Mar 
kets Section, Board of Governors of the Federal Reserve System, 1953. Professional asso 


— ABA, AFA, ASA, and NTA. Publications and research in area of small business: 
one. 
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statement. The registration statement becomes effective 20 days 
after it has been filed, but the Securities and Exchange Commission 
has the power to prevent sale after that time if the information filed 
with it is inaccurate or incomplete.? 

Certain types of securities or transactions are a from the re- 
quirements of the Securities Act of 1933. Some of these have little 
relevance as far as this paper is concerned; a number, however, are of 
considerable importance to smal] business issuers. 

The act gives the Sucrities and Exchange Commission discretionary 
authority to exempt small security issues from full registration. The 
issuer, however, must file a statement of notification with the Com- 
mission supplying basic information about the company, specified 
exhibits, and an offering circular to be used in soliciting purchases. 
This filing requires less detail than a full registration statement and 
becomes effective after 10 days. 

Initially, the exemption was granted only to issues up to $100,000. 
In 1945 the authority was modified to exempt offerings of a company 
of up to $300,000 (including underwriters’ compensation) in any one 
year on the grounds that the smaller expense of providing less detailed 
and certified information would assist small baninal in obtaining 
funds. 

Another exemption which could be of some importance to small 
business is that for intrastate offerings. A new issue sold only to the 
residents of a particular State is subject only to regulations of that 
State. 

Direct placements, that is, issues sold to a relatively small number of 
investors, are not subject to registration requirements because they 
are considered public offerings. This exemption is also justified on 
the grounds that the investors involved, principally large financial 
institutions, are sufficiently sophisticated to obtain the necessary infor- 
mation themselves.* 


THE CAPITAL MARKETS AND SMALL ISSUES 


The terms of the legislation requiring registration and regulation 
of new security offerings are only one factor affecting the volume and 
cost of security flotation. Another factor is the structure of the 
market mechanism through which they are sold. 

Debt versus equity securities 

There are 2 more or less distinct markets for corporate securities, 1 
for debt instruments and 1 for equities. 

The demand side of the market for debt instruments has been dom- 
inated for some years by large institutional investors, such as life- 
insurance companies, corporate and State and local government pen- 
sion funds, and mutual savings banks.* For such investors the 





?The Commission also has the power to accelerate the effective date, and in fiscal year 
1956 about one-third of registrations were made effective before the end of 20 days. U.S. 
Securities and Exchange Commission, 22d Annual Report, 1956. 

Of all security issues sold in 1955, 34 percent were privately placed ; bonds, notes, and 

debentures accounted for 95 percent of these private placements. Eighty-five percent, by 
amount, of such bonds, notes, and debentures were purchased by life-insurance companies. 
‘During the 3 years 1954-56 net new issues of corporate bonds, notes, and debentures 
(1. ¢&., gross new issues sold Jess retirement of securities outstanding, excluding investment 
company issues) amounted to $13.2 billion. Net acquisitions of debt securities by these 3 
types of institutional investors accounted for nearly 90 percent of this total. Data from 
unpublished worksheets, Division of Research and Statistics, Board of Governors of the 
Federal Reserve System. 
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pressure of a continuing large inflow of funds establishes a premium 
on investment opportunities which afford possibility of placing a large 
block of funds in each transaction. Security offerings with inv estment 
opportunities of this type are, of course, limited to large businesses, 
Moreover, the administrative organization of these large institutional 
investors typically makes it difficult or impossible for ‘their investing 
officers to acquire detailed knowledge of the operating efficiency a 
smal] businesses in many parts of the country. 

Domination of the market for new debt issues by large institutional 
investors and the fact that they are neither particul: uly interested nor 
equipped to purchase the size of issue offered by small businesses of a 
local nature are important factors affecting the cost and avail: ability 
of funds for small businesses. 

The market for equities is considerably different in character, 
Since many of the major types of financial institutions are either 
limited in or prohibited from ownership of equity issues, the demand 
side of this market is much less highly concentrated than that for 
debt securities. Equity issues are sold to a wider range of institu- 
tions and individuals, many of which invest in relatively small 
amounts.* Because of the larger number of investors to be ap- 
proached, as well as the greater underwriting risk in distributing 
eduity securities, the cost of flotation of a common-stock issue is likely 
to be much larger than that for a bond issue. 


Registered versus exempt security offerings 
During the years 1951-57, registered securities accounted for 48 to 
63 percent of the gross proc eeds of new cor porate security sales. Pri- 
vate placements were by far the most important category of exempt 
securities, amounting to 31 to 44 percent of annual sales during this 
period. Railroad securities, subject to Interstate Commerce Commis- 
sion jurisdiction and consisting mostly of equipment trust certificates, 
accounted for 3 to 5 percent, small issues for 1 to 3 percent, and other 
exempt issues for 1 to 3 percent of annual proceds. The pertinent 
data are given in table 1. 


® Net new stock issues (excluding investment company issues) during the period 1954-56 
amounted to $6.6 billion The three large institutional investors increased their stock 
holdings by only about one-half this amount. Personal trust funds are important investors 
in equities, but data on net acquisitions of these funds are not available. 
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Taste 1.—Percentage distribution of new corporate securities offered for cash 
sale in the United States, by type of offering, 1951-57 * 


Not registered 


Public offerings Gross pro- 

Year AN Regis- edit a ceeds (in 

types tered | Private | millions of 

Total} Issues ex- | Other ex- | place- dollars) 4 
| Railroad , empt be- | empt offer-| ments 
issues eause of | ings 3 
size 2 

J | . i 

1951 100 47.6 | 52.4 1.3 1.7 2.3 44.1 | 7, 741 
1952... 100 50.4 | 49.6 5.0 1.8 9 42.0 9, 534 
1953 100 5. 2 43.8 3.3 1.38 1.3 37.3 | 8, SYS 
1954 100 42. 1 47.8 4.6 2.0 2.7 38. 5 | 9, 516 
1955. - 100 56. 2 43.9 §.2 2.6 2.0 34.0 10, 240 
1956 100 56.1 43.9 3.4 1.6 3.4 35. 5 10, 939 
1957 100 63.1 | 36.9 2.7 9 2.5 30.9 12, 941 


Data cover new corporate issues in amounts over $100,000 and with term to maturity of more than 1 year. 
Corporate note issues sold exclusively to commercial banks and issues sold through continuous offering 
g., issues of open-end investment companies) are excluded. 

:The volume of small issues is understated because of the exclusion of issues of $100,000 or less in these 
statistics; this understatement is probably of minor importance, however. The only information available 
oncerning regulation A issues sold in amounts of $100,000 or less is for issues of common stock filed in 1955 
for which sales reports were made after approximately 6 months. Of the $118,000,000 filed, only $9,000,000 
were for amounts of $100,000 or less, and only $5,000,000 of these were sold. (Section of Economic Research, 

port to the SEC, Sales Success of Small Security Issues, table 2.) On the other hand, the volume of small 
issues is overstated to the extent that sales of issues of $100,000 to $300,000 are unsuccessful. Of the 
$09,000,000 of issues of this size filed in 1955, only 54 percent had been sold approximately 6 months after 
filing. 

Principally bank-stock issues, but also includes intrastate offerings and a minor amount of other mis- 
eetlaneous exempt issues. Intrastate issues are of little importance, amounting to only 0.2 percent of total 

flerings in 1955-5 

‘ Gross proceeds : ire derived by multi plying par amounts or number of units by the offering price. Gross 
proceeds exceed net proceeds (the sum available to the issuing company) by the cost of flotation. 


Source: U. S. Securities and Exchange Commission, 23d Annual Report, 1957, and Statistical Bulletin, 
February 1958 


In terms of number of issues, however, those exempt because of size 
are much more important. For example, in 1955, regulation A issues 
accounted for about two-fifths of the total number of offerings, while 
registered issues and private placements each accounted for approxi- 
mately one-fourth.® 

All regulation A issues are, of course, small by definition, and many 
back-stock offerings are also small. Equipment-trust certificates are 
generally medium sized ($2 million to $10 million) and are sold prin- 
cipally by large railroads. 

Chart 1 shows percentage distributions by size of issue and by asset 
size of issuer of registe red public issues and private pl: cements sold 
1 1951, 1953, and 1955.7 Small issues and issues of small corpora 
ions were a much greater proportion of registered equity issues and 

private placements than of registered bond offeri ings. 


‘Regulation A filings were unusually numerous in 1955, so their importance in these 
statistics is probably somewhat overstated. 

*Data are derived from U. S. Securities and Exchange Commission, Section of Economic 
Research, Volume and Nature of Corporate Security Offerings, Supplemental Report to Cost 
of Flotation of Corporate Securities, July 1957, and inelude only those issues for which 
flotation-cost data are presented in this present study. In addition to issues excluded 
because of lack of cost information, registered public issues exclude offerings to security 
holders (rights offerings) and securities sold to the general public directly by the issuer 
(i. e., without underwriting), while private placements exclude a small number of equity 
issues. These exclusions probably have little effect on the percentage distributions. 
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Chart ) 13-9 
NEW CORPORATE SECURITY ISSUES 
Percentage distribution of number of issues 
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NoTe.—lIssues offered during 1951, 1953, and 1955. 


For source and discussion of data, 
see text footnote 7. 


NATURE OF FLOTATION COSTS 


Three major types of cost determine the total direct cost to business 
of long-term financing through security issuance: compensation to 
investors, compensation to the underwriters, and other expenses. 

Compensation to investors take the form of interest payments (after 
allowance for any premium or discount in the sale price) in the case 
of bonds, or the anticipated dividend (including capital gains) for 
stocks. Compensation to underwriters takes the form of a spread 
between the price at which underwriters purchase a security issue 
and the price at which they sell the issue to investors in “firm com- 
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mitment” underwriting ; in “best efforts” underwriting, it is usually 
a fee based on the number of units ac ‘tually sold; and for private place- 
ments it is an agents’, or finders’, fee based on the size of issue.® 

“Other expenses” are expenses other than ¢ ompensation to investors 
and underwriters paid by the issuing company, and are of three 
principal types: those entirely attributable to SEC regulation, those 
attributable in part to regulation, and those unrelated to regula- 
tion. 

The only expense which can be attributed clearly and exclusively 
to regulation is the SEC registration fee, which is set by law at one 
one-hundredth of 1 percent of the proposed aggregate offering price, 
with a minimum of $25. Costs which may be said to be partly affected 
by regulation, because of the disclosure and certification require- 
ments of the Commission, include printing and engraving, legal, ac- 
counting, engineering, and other expenses. Costs unrelated to SEC 
regulation are stock-exchange listing fees, the Federal documentary 
tax, State taxes and qualific ation fees, and trustees’ and transfer 
agents’ fees. 

“We are primarily concerned with the cost of registered security 
issues offered to the general public through investment bankers. This 
is the most important method of offering, as well as the method for 
which the most detailed and reliable cost data are available. There is 
also a brief discussion of the flotation costs of registered common-stock 
offerings to existing security holders, of private placements, and of 
exempt public offerings, but these data are somewhat less adequate. 

The data on flotation costs presented in this study are largely based 
on the latest SEC survey of flotation costs, which covers the initial 
costs of tloti ation only—i. e., compensation to underwriters and other 
expenses.’ It does not cover compensation to the investor; in other 
words, it does not measure the total cost of long-term financing over 
the life of the issue as defined above. 





8For registered security issues offered to the general public, the usual procedure is for 
the underwriter to make a “firm commitment” to purchase an entire issue at a specified 
price. The underwriter assumes the risk of being able to sell the securities to ultimate 
investors, or other security dealers, at a sufficiently higher price than was paid for them 
to make the transaction profitable. To the extent that the underwriter is unable to sell 
the securities at the price anticipated and reduces the price in order to distribute the 
securities, the compensation to the underwriter is reduced and the compensation to 
investors correspondingly increased. The compensation to underwriters is reported gross, 
i. e., it is the total out of which the underwriters must pay any selling costs and other 
expenses incident to marketing the issue. 

Offerings to the general public are also made on a “best efforts” basis, in which the 
investment banker does not buy the entire issue, but acts as agent for the company in 
selling the securities. This type of contract is usually used when the issuing company is 
not well established and investment bankers are not willing to assume the risk of dis- 
tribution, and is most frequently used for regulation A offerings. If a security issue is 
first offered to existing stockholders through “rights” to purchase the issue in some pro- 
portion to their existing holdings, the underwriting contract differs somewhat. See 
page 13-29. 

There is no underwriting cost, per se, in a private placement, but a fee is frequently paid 
investment bankers for assistance in placing an issue. 

®U. S. Securities and Exchange Commission, Cost of Flotation of Corporate Securities, 
1951-55, June 1957. A list of earlier studies made by the Commission is given in this 
report. The latest SEC study of flotation costs covers security issues sold for cash during 
1951, 1953, and 1955. In relation to all issues offered during these years it includes data 
for about 70 percent of both the number and the volume of debt issues, and 40 percent of 
the number and 45 percent of the volume of equity issues. The principal exclusions are 
public offerings made directly by the issuer, rights offerings made in 1951 and 1953, regu- 
ation A offerings, investment company offerings, and issues omitted for technical reasons— 
& g., combined stock and bond offering Analysis of flotation costs and the various 
factors affec ting them refers primarily to averages for issues sold during the 3 years 1951, 
1953, and 1955. Because of the large number of variables affecting costs, data for any 
one year do not provide a sufficient number of observations for the cross-classification 
needed for detailed analysis. Moreover, comparison of data for the individual years indi- 
cates that, despite the somewhat diverse capital market conditions, flotation costs were 


quite similar for each year when the various factors affecting cost, other than time, were 
kept constant 
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Since compensation to investors is a very important part of total 
cost to an issuing company, the relative importane e of initial flota- 
tion cost in the total cost of long-term financing is small, even for 
small borrowers. A simple calculation illustrates this. Assume 2 
bond issues, each with a term of 20 years and 314 percent coupon, | 
for $750,000 and 1 for $50 million. The total cost of long-term finane- 
ing for each issue would be the sum of the cost of flotation plus in- 
terest payments over the life of the issue. On the basis of average 
flotation costs for registered bond issues of $0.5 to $0.9 million offered 
to the general public, total dollar financing cost over the 20-year 
period for the $750,000 issue would be $611,000, of which 86 percent 
is interest. payments, 9 percent compensation to underwriters and 5 
percent other expenses of flotation. On the basis of flotation costs for 
issues of $50 million or more, the total financing costof the $50 million 
issue would be $36 million, of which 98 percent represents interest 
payments, 1 percent compensation to underwriters, and less than 1 
percent other expenses. Thus initial cost of flotation is a consider ably 
larger part of total financing cost for the small than for the large 
issue. However, it is a relatively small part of the total cost of long- 
term financing even for the small issue. 

This illustration assumes the same interest rate for the small and 
the large issue. If the interest rate were higher on the small issue, 
as would be likely, the relative importance of flotation costs would 
be reduced. 


REGISTERED SECURITIES OFFERED THROUGH INVESTMENT BANKERS 


It appears that differences in flotation costs may be attributed to 
four major, but interrelated, factors: type of security, industry of 
issuer, size of issue and asset size of issuer, and underwriting risk. 
The discussion here will be focused on size of issue, with reference 
to the other factors.” 


10 Size of issue will be considered both as one of the principal variables and as repre- 
sentative of asset size of issuer. In general there is a close positive correlation between 
size of stock and asset size of issuer (somewhat closer for bonds than stocks)—i, e., 
their effect on cost is in the same direction. Any significant difference that would re 
sult from substituting asset size for issue size is indicated, however. 

Data on flotation cost classified by size of issue and asset size of issuer indicate, to 
the extent that the two variables are imperfectly correlated, that : (a@) Compensation to 
underwriters (as a percentage of gross proceeds) is more affected by asset size of issuer 


than by size of issue. This is particularly true for smaller issues of smaller companies: 
compensation for large issues of large companies does not vary significantly regardless of 
small changes in size of issue and asset size of issuer. Asset size of issuer is a somewhat 


more important variable for stocks than bonds. (b) On the other hand, other expenses are 
closely related to size of issue but relatively unrelated to asset size of issuer. 
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Size of issue 

Classification of flotation costs by size and type of issue indicates 
two facts of importance to small business: first, almost without ex- 
ception the smaller the issue the greater was the proportion of gross 
proceeds required for flotation costs and, second, with the single ex- 
ception of bonds and preferred stocks in the $1.0-$1.9 million size 
class, the cost of flotation was greater for preferred stocks than for 
bonds and for common stocks than for preferred stocks.” (See 
chart 2.) 

The relative increase in flotation costs as size of issue decreased was 
greater for bonds than stocks. Average cost for the smallest bond 
issues (the smallest registered bond issues sold are still sizable issues) 
was about 10 times that for the largest bond issues, while similar costs 
for common stocks were only about 5 times greater.” 

uff issues were classified by asset size of issuer rather than size of issue, the cost of 
common stock financing would be somewhat closer to that of preferred stocks. This is 
because the correlation between issue size and asset size is somewhat poorer for common 
stocks (particularly of mining companies) than for preferred stocks and bonds, with small 
concerns Offering some fairly large issues. 


2In general, average costs cited are arithmetic means derived by dividing aggregate 
cost by aggregate gross proceeds of issues falling within a given cell 
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NotTr.—Average cost of registered securities offered to the general public through invest- 


ment bankers in 1951, 1953, and 1955. 
Source: U. S. Securities and Exchange Commission. 
Securities, 1951-55, June 1957. 
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For the smallest size class for which data are available for both 
stocks and bonds ($500,000 to $900,000) the cost of a common stock is- 
sue was less than twice that of a bond issue, while for the largest size 
class ($20-$49 million) it was four times that for bonds. (The spread 
between costs of stock and bond financing, in terms of gross proceeds, 
was greater for small than large issues, 10 and 4 percentage points, 
respectively.) To the extent that the form of long-term security 
financing is influenced by relative cost of flotation, smaller companies 
selling small issues would have less incentive to finance with fixed- 
income securities than would large companies. This may account, in 
some part, for greater reliance on equity financing by smaller cor- 
rations than by larger ones. 

Not only is the cost of common-stock financing substantially higher 
than that of bond financing when average cost for all industries is 
considered, but the differential persists when issues are further classi- 
fied by the major industrial categories for which sufficient data are 
available, as shown in chart 2. The differential is not quite as large, 
however, since the average for all industries is influenced by the very 
high flotation cost for stock issues of mining companies. 

The uniformly higher flotation cost for publicly offered common 
stock than for debt issues is undoubtedly fe partly to the greater 
underwriting risk involved in stock than in bond offerings and the 
higher distribution costs for stock than for bond issues resulting from 
the greater institutionalization of the latter market. This differential 
cost is of considerable significance in small-business financing for 
such businesses are likely to need equity rather than debt capital. 
Moreover, with a public capital-market structure which often pre- 
cludes low-cost debt financing for smaller companies, the higher cost 
equity issues may be the only available means of obtaining new funds 
through this market. 

Not only do cost differences among different types of securities 
operate to make security financing costs higher for small business 
than for large enterprises, but the pattern of cost differentials among 
industries also tends to put small businesses at the higher end of the 
cost range. There is a definite and fairly consistent industrial cost 
pattern, regardless of size or type of issue, with manufacturing and 
mining companies paying more for financing than public utilities 
(electric, gas, and water utilities, and communication corporations), 
and small corporations are relatively more important in the former 
industries. Moreover, the differential is greater for small than large 
issues, as Shown in chart 3.'° This higher cost is undoubtedly related 
to the greater risk, particularly cyclical, involved in mining and 
manufacturing company operations. 





4%If common stock issues were classified by asset size of issuer rather than issue size, 
flotation costs would not be as consistently, or as much, higher for mining concerns than 
for other industries because small mining concerns frequently offer fairly large stock issues. 
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13-18 Chort 3 


COMPARISON WITHIN TYPE OF ISSUE GROUPS 
OF COST OF FLOTATION OF REGISTERED SECURITIES 


BY INDUSTRY - ISSUER GROUP AND SIZE OF ISSUE 


Cost as percentage of gross proceeds 
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To summarize, the cost of flotation for registered securities offered 
to the general public through investment bankers was greater for 
small than large issues, regardless of type of issue or industry or issuer, 
although relatively less so for stock than for bond issues and for securi- 
ties of public utilities than of other industries. The cost of equity 
financing was considerably greater than the cost of debt financing for 
all sizes of issues and for all m: ijor types of industry. The cost of new 
issues was greater for manufacturing and mining concerns than for 
public utilities, for all sizes and types of issues, but more so for small 
than for large issues. 


Structure of flotation costs 


The dise USsION to this one" has been for the most part in terms 
of total cost of flotation, i. e., the sum of compensation to underwriters 
and other expenses. i is useful, however, to consider these compo- 
nents separately. 

The proportion of cost of flotation accounted for by compensation 
to underwriters varied considerably by type of issue, being highest for 
common stock, the type of financing used most frequently by smaller 
businesses. Compensation aver aged about 55 percent of flotation cost 
for debt issues, 75 percent for preferred stock, and 85 percent for 
common stock. 

For stock issues, the relative importance of compensation to under- 
writers decreased somewhat as the size of issue decreased, as shown 
in chart 4, but there was no very consistent pattern for bond issues. 
The importance of compensation varied little by industry of issuer, 
except for electric, gas, and water utilities, where it was generally of 
lesser importance than for other industries, 
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13-20 Chort 4 3-22 


COMPENSATION TO UNDERWRITERS MAJ 
FOR SELLING REGISTERED SECURITIES 


BY INDUSTRY - ISSUER GROUP AND SIZE OF ISSUE 


Compensation as percentage of total flotation costs 
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“Other expenses” were a larger percentage of cost of flotation for 
bonds than for stock. As issue size decreased the relative importance 
of other expenses increased slightly, except for bonds. Of the princi- 
pal components of other expenses, the SEC registration fee is the 
smallest. It is fixed relative to gross proceeds, with a small minimum, 
and therefore was practically the same percentage of gross proceeds 
regardless of type or size of issue. In relation to total other expenses, 
however, it was somewhat greater for bonds than stocks and decreased 
as the size of issue decreased, as shown in chart 5. 
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Chort 5 


Percentage distribution of total “other expenses” 





PREFERRED STOCK 





COMMON STOCK 








RELATIONSHIP! 100 
TO SEC 
REGULATION 
NONE 
Z24 
PARTIAL.) °° 
5 | . * Ke on ei } ° 
0 0.5 1.0 2.0 5.0 10.0 20.0 50.0 and over 


SIZE OF ISSUE - MILLIONS OF DOLLARS 


Nore.—For description and source of data see subscript of chart 2. 


Those expenses which are partly affected by SEC regulation were 
smaller, relative to both gross proceeds and all expenses, for bonds than 
for stecks. For all types of securities, they increased in importance 
as the size of issue decreased since such expenses are relatively fixed— 
that is, not related to size of issue. On the other hand, expenses not 
related to SEC regulation showed the opposite tendency, since many of 
these are a function of issue size. Thus, expenses at least partly in- 
duced by governmental regulation were of greater importance for 
small than for large issues. 
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Flotation costs in 1957 


Flotation costs in 1951, 1953, and 1955 related to periods of some. 
what diverse capital market conditions. The capital markets were 
not under pressure to the extent that they were in 1957, however, when 
demands for long-term funds were very large, and credit and monetary 
»olicy was holding credit expansion under much greater restraint, 
For this reason it seemed desirable to compare flotation costs in 1957 
with those in the earlier years, in order to ascertain any cost differences 
which might be attributable to the more stringent market conditions 
of 1957. A special tabulation of flotation cost data for registered 
security issues sold to the general public through investment bankers 
during the first 9 months of 1957 was obtained through the cooperation 
of the Securities and Exchange Commission, and these data are com- 
pared with data for earlier years in chart 6.** 


44The number of observations available for 1957 was relatively smal and conclusions 
must therefore be considered tentative. Sufficient data were not available for 1957 for 
comparison of costs of preferred stock issues. 
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Cost of flotation of debt issues, for issues of similar size, type, and 
industry, was generally slightly higher in 1957 than in the earlier 
period. This was particularly the case for small and medium-size 
issues (except for the 1 to 1.9 million dollar size class). These rather 
small cost differences are attributable to a rise in underwriters’ com- 
pensation, rather than in other expenses. The increase was surpris- 
ingly small, in that investment bankers might have been expected to 
demand a greater increase in the rate of compensation during a period 
of rapidly rising interest rates and somewhat unstable market condi- 
tions. 

Flotation costs of common stocks appear to have been somewhat 
less in 1957 than during 1951-55, partials for smaller issues. This 
small difference, however, may be due in part to some dissimilarit 
in the quality of issues sold during the two periods and to the high 
level of stock prices during the first half of 1957. 


REGULATION A ISSUES 


Only a limited amount of data is available on flotation costs of 
security issues exempt from SEC regulation because of size. A sta- 
tistical analysis prepared by the Securities and Exchange Commis- 
sion staff covers issues for which letters of offering notification were 
filed during the 19-month period April 1953 to October 1954.*° This 
study, however, dealt primarily with mining company issues. Only 
small samples of issues of other industries were included, and even 
for the mining industry, the basic data were often incomplete. 

Some general characteristics of regulation A issues may be inferred 
from the regular statistics compiled by the SEC from information 
submitted in filing for exemption from registration. It should be 
noted, however, that regulation A issues are relatively frequently 
withdrawn or suspended, and even those issues actually offered are 
often not sufficiently successful to provide the proceeds contemplated 
in the filing. Therefore, the data used in the following paragraph, 
which reflect contemplated sales, may differ from actual results 
realized. 

Regulation A offerings are principally common stocks, in terms of 
both number and proceeds. Of the filings made during the fiscal 
years 1955-57, about one-third were for amounts under $100,000, one- 
fifth for $100,000 to $200,000, and one-half for $200,000 to $300,000." 
Less than one-half of the issuers contemplated using underwriting; 
of these, about four-fifths planned to employ commercial under- 
writers, principally on a best efforts basis, and the remainder planned 
to have the issue underwritten by officers and directors of the com- 
pany, who were not regularly engaged in the security business. A 
relatively large proportion of regulation A filings were made by new 
companies, that is, companies which had been in existence less than 
1 year at time of filing. 

Of the 358 mining issues (principally uranium mining and exclud- 
ing oil and gas) filed in the period April 1953 to October 1955, reports 
on sales for a long enough period to judge the success of the offering 
were made for only 100 issues. Of these three-fifths were considered 


15 U. S. Securities and Exchange Commission, Section of Financial Analysis, Division of 
Trading and Exchanges, A Statistical Analysis of Mining Issues Filed Under Regulation A, 
April 1953 to October 1954, May 27, 1955. er) 

16 Securities and Exchange Commission, 23d Annual Report, 1957. 
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successful, that is, 85 percent or more of the proposed offering was 
sold. Flotation costs on these issues, nearly all of which were under- 
written on a best efforts basis, averaged 26 percent.’* Flotation 
costs for underwritten common stock issues of a small group of new 
nonmining companies, that is, companies less than a year old with 
no previous public offering and also offered under regulation A, were 
21 percent of proceeds, and costs for a sample of underwritten issues 
of established nonmining companies offered under regulation A were 
10 percent. 

omparison of costs of flotation of issues offered under the regula- 
tion A exemption with issues registered under the Securities Act of 
1933 is difficult for a number of reasons. First, the existence of regu- 
lation A has contributed to a scarcity of small registered issues, and 
it is necessary to use data for registered issues up to $1 million in 
size in order to assemble even a small group of registered issues for 
comparative purposes. Second, in comprising only those costs perti- 
nent to the registration process, a problem is introduced because in 
the case of regulation A issues the entire cost often is borne by the 
dealer or underwriter and a separation between underwriting com- 
missions and other costs, such as legal, accounting, engineering ex- 
penses, etc., is not always possible. Furthermore, issues offered under 
regulation A are more frequently of a speculative nature than are 
registered issues. This factor is partly adjusted for by grouping 
the issues according to industry and age of company, as shown in 
table 2. These data indicate that costs of flotation were somewhat 
lower for regulation A issues; if data were available on unsuccessful 
issues, the difference probably would be modified. 


Taste 2.—Cost of flotation of common stocks—Selected types of underwritten 
regulation A and registered issues 











Regulation A’issues ! Registered issues ? 
Type of issue ’ Cost Cost 
Number (percent Number (percent 
of issues of gross of issues of gross 
proceeds) proceeds) 
SR ck nascccincdibsisndhssseepieeueessesaaaael : 59 26 26 33 
Nonmining: 
I hein cdiek ninco Jstiabittiibanaaenibelie | 7 21 5 23 
I cidcivccsaccnctadadceambgeemetmens eee | 17 | 10 25 13 














1 Actual costs for regulation A issues successfully sold during the period April 1953 to October 1954. 
? Proposed costs of fiotation for issues under $1,000,000 registered in 1951, 1953, and 1955. 


Source: U.S. Securities and Exchange Commission. 
OTHER TYPES OF OFFERINGS 


Common stock rights offerings 

Data on registered common-stock issues offered through rights with 
underwriting are available only for 1955. “In gereral they show the 
same issue-size and industrial-cost differences as do data on issues of- 
fered to the general public. Cost of flotation for rights issues was 
considerably smaller than for offerings to the general public regardless 
of size of issue. However, the spread increased as size of issue de- 





“Exclusive of any bonus stock, options, etc., which are almost impossible to value. 
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creased ; flotation costs for smaller issues were more than three times 
higher for public than for rights offerings, while costs of large issue 
were less than two times greater. This larger differential for smal] 
issues, however, reflects in part the greater relative importance of smal] 
mining issues in general public than in rights offerings. 

Most of the tot tal cost difference, as show n in chart 7, was accounted 
for by lower compensation to underwriters for rights than for public 
offerings.** Other expenses were lower for small rights offerings than 
for small public issues but were higher for large rights issues. Among 
other individual expense items the only significant difference between 
those on rights and general public offeri ings was the considerably 
higher tri ansfer agents’ fees for rights offerings which reflected the 
additional work of this nature involved in this ty pe of offering. 


18 A difference in the type of underwriting involved between rights and general public 
offerings accounts for part of the difference in compensation. There are two types of 
underwriting contracts for rights offerings. One, the most frequently used for registered 
issues, is a standby agreement, whereby the underwriters agree to purchase any securities 
unsubscribed at the close of the subscription period and are paid a standby ‘commission 
based on the total number of shares originally offered. Frequently, the underwriters ac. 
tively participate in the purchase of rights from selling stockholders, exercising these 
rights, and selling the stock during the subscription period, in which case additional com- 
pensation may be paid. 

Rights offerings may also be made through a form of best-efforts underwriting whereby 
the investment banker assists the issuer in the details of the offering and solicits subscrip- 


tions from security holders, receiving compensation on the basis of the subscriptions thus 
obtained. 
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13-30 Chart 7 
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Nors.—Average cost for securities offered through investment bankers during 1955. 


Source: Same as for chart 2. 
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Private placements 


The structure and level of costs of private placement financing differ 
substantially from those for security issues marketed publicly. Over 
90 percent of private placements are debt issues, both by number and 
volume.’ Because of the minor importance of equity financing the 
following paragraphs will be concerned exclusively with the cost of 
placing debt issues. 

About one-half of debt securities privately placed during 1951, 1953, 
and 1955 were placed through agents or finders, and therefore involved 
payment of fees; the remainder were placed directly by the issuer, 
Use of agents was more common for large than for small issues. The 
median fee paid (by those paying fees) amounted to 0.8 percent of gross 
proceeds. Fees accounted for a larger proportion of proceeds of small 
than of large issues, amounting to 1.9 percent for issues of less than 
$300,000 and 0.2 percent for issues of $20 million and over, as shown 
inchart8. Comparable differentials obtained for almost all industries, 


1 Private placements are frequently made on an advance commitment basis whereby, 
through agreement between issuer and investor, funds are made available, and the securities 
delivered, some time after the commitment is made. The agreement may be such that the 
entire amount is taken down at one time, but frequently fractional parts of the total com- 
mitment are taken down at different times. Statistics on new security offerings include 
only that portion of the total placement which is actually taken down during the period 
to which the statistics refer. In the following discussion, however, private placements 


are classified by size according to the total commitment, and all takedowns under a single 
commitment are counted as a single issue. 
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3-32 Chart 8 
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tion of data, see text footnote 20. 
Source: Same as for chart 2. 
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Agents’ fees varied by industry as well as by size of issue. They 
were > highest for communications and commercial and miscellaneous 
companies and lowest for electric, gas, and water utilities. In part 
these industrial differences are related to the size of issue, but much 
less so than was the case for registered public offerings. Small issues 
of manufacturing companies and electric, gas, and w ater utilities were 
less costly relative to large issues of the same type of companies than 
were small issues of most other types of industries. 

Other expenses of private placements, such as accounting, legal and 
printing costs, and State and Federal taxes, averaged 0.4 percent of 
gross proceeds. They also declined as the size of issue increased, as 
shown in chart 8, but the rate of decline was less pronounced than that 
for fees.*° 

Comparison of costs of private placements and public offerings is 
relatively meaningless because of differences in the functions per- 
formed by investment bankers, in the type and extent of other ex- 
penses involved, and in compensation to investors and other indenture 
terms. 

Concerning flotation costs alone, however, private placements in- 
volve considerably less cost than public offerings of debt issues when 
comparison is made between issues of similar size. Moreover, the 
smaller the issue the greater was the cost differential; it was also 
greater for compensation to investment bankers than for other ex- 
penses. 

Some differences in other expenses involved in public offerings and 
private placements may be noted. The SEC registration fee and any 
stock exchange listing fees are not applicable to private placements 
but these are relatively unimportant expenses for public offerings. 
Legal expenses are generally more important, and printing and en- 
graving charges much less important, for private placements than for 
public offerings. 

Other exempt issues 


Other important groups of exempt securities are railroad securities 
and bank stocks. Most railroad issues are of medium size and are of- 
fered by large corporations. 

Bank stocks are frequently sold in relatively small amounts. Avail- 
able data, however, pertain only to 1955 and even for this period cover 
only about one-third of the issues sold. Of the 45 issues for which 
data were available, all were offered to existing securityholders 
through rights; 20 issuers employed underwriters, while 25 did not; 
and underwr iting was used more frequently for the larger issues. 

Flotation costs were small; for underwritten issues the median cost 
was 1.6 percent. These costs of flotation for underwritten bank stocks 
varied little by size of issue and were well below costs for registered 
stock issues of other industries offered through rights, particularly for 
the smaller issues, since for registered issues cost increases as size of 
issue decreases. Median compensation to underwriters selling bank 
stocks was 1.4 percent, while expenses were 0.2 percent of proceeds. 
For bank stocks offered directly by the issuer, expenses were negligible, 
amounting to only 0.1 percent of gross proceeds. 


2» Data in chart 8 concerning fees relate only to placements through agents, whereas the 
data on expenses relate to all placements for which expense data were available, regardless 
of whether fees were paid or not. Fees were paid on less than half as many issues as the 
total for which expense data were available. 
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SUMMARY 


Cost of flotation is considerably greater for small security issues 
than for large issues. This is generally true regardless of type of 
issue or industry of issuer, for underwritten registered offerings as 
well as for private placements. The spread between costs of small and 
large issues varies widely, however, among types of issues and issuing 
industries. 

Flotation costs are larger for common stock issues than for bond 
issues, regardless of size of issue or industry of issuer. The higher 
cost of stock financing is of particular concern to small businesses 
because they rely to a great extent on this type of long-term financing. 
The cost of stock offerings to security holders (rights offerings) 1s 
less than for offerings made to the general public, particularly for 
smaller issues. 

The relative importance of compensation to underwriters as a part 
of flotation cost differs only slightly by size of issue. For under- 
written issues compensation to underwriters is a much more impor- 
tant element in flotation cost than other expenses. ‘This is true for 
all types of securities and all types of industries. Compensation is a 
considerably greater part of cost of stock than of bond offerings. 

Expenses other than compensation to underwriters have been con- 
sidered in three categories: Those wholly attributable to SEC regu- 
lation, those partly attributable to regulation, and those unrelated to 
regulation. The first category—the SEC fee—is small and relatively 
fixed in relation to size of issue. Expenses partly related to regula- 
tion are the largest category and they increase relatively as issue size 
decreases because they may be about the same for small as for large 
issues. Expenses unrelated to regulation are moderate, and are less 
important for small than for large issues because some are generally 
ae only to large issues while others vary with issue size. 

‘he level of flotation cots and the factors affecting them appear 
to have changed little in recent years, even in periods of markedly 
different capital market and credit conditions. The minor differences 
that were evident, however, were mostly for the smaller issues; the 
cost of small bond issues was slightly higher, and the cost of small 
stock issues slightly lower, in 1957 than earlier. 

Cost of placing debt securities privately with large financial institu- 
tions is considerably less than the cost of floating a debt issue of 
similar size in the public market, but more so for small than for large 
issues. This is true for both compensation to investment bankers and 
other expenses. Lack of adequate data on compensation to investors 
and other indenture terms for both public offerings and private place- 
ments makes it impossible to ascertain the extent to which lower initial 
flotation costs for private placements are offset by higher interest rates 
or more restrictive terms. 

Comparison of costs of flotation for exempt regulation A issues and 
for smal] registered issues is difficult because of differences in size 
and quality. When these factors are taken into consideration to the 
extent possible, available data indicate that flotation costs for success- 
ful regulation A issues are somewhat lower than for small registered 
issues. The regulation A data are fragmentary, however, in particu- 
lar for nonmining issues, and further study of offerings, including 
unsuccessful and successful issues, will be necessary before firm con- 
clusions can be drawn. 








14, PUBLIC POLICIES AFFECTING SMALL BUSINESS: 


INTRODUCTION 


The background studies of part I are directed mainly toward 4 
greater understanding of the availability of financing facilities to 
small business. The problem of financing, however, is only one of 
many confronting this sector of the economy. Even more funda- 
mental are problems that grow out of the economic climate in which 
small concerns must operate, and public policies which, in part, deter- 
mine that climate—policies on such matters as right of entry into 
business, monopoly and bigness, patents, trade practices, areas of 
special Government action, taxation, and regulation of security issues, 
References to Government policies recur throughout the studies, but 
only one, regulation of security issues, is dealt with at any length.’ 

his paper develops, briefly, the background of some of the more 
general public policies that influence the character of the market in 
which small business operates. Although such policies strongly 
affect the overall climate for small business, they cannot be discussed 
exclusively in terms of their influence on the smaller concerns, be- 
cause they bear on all businesses in some measure and differ in influ- 
ence from one market to another. A general approach has, there- 
fore, been taken. 

It should be noted that the climate for small business is also in- 
fluenced by the policies of the several States. These differ in detail, 
sometimes markedly. In interstate commerce and, hence, for the na- 
tional economy as a whole, however, the Federal jurisdiction is likely 
to be paramount. For this reason, as well as to achieve generality, 
only Federal policies are covered. 


RIGHT OF ENTRY AND FREEDOM FROM RESTRAINT 


In the industrial era that started with the Civil War, the policy 
followed earlier by the States, of permitting corporations to be 
formed under general incorporation acts as a means of insuring free- 
dom of entry into business, became the instrument of building monop- 
olies and near monopolies. In railroads, iron and steel, agricultural 
machinery, and sugar refining—to name only a few—the right and 
ability of corporations to grow, merge, and agree produced lar 
aggregations of economic power against which smaller concerns could 
survive, if at all, only with great difficulty. 

Agrarian States tried, in the granger laws, to limit this power, at 
least as exercised by railroad and grain-elevator companies. While 


1 By Ramsay Wood, Board of Governors of the Federal Reserve System. 

Ramsay Wood. Education: Master of arts, Teachers College, Columbia pees Now tag New 
York, 1936. Graduate work in department of economics, faculty of political science, Colum 
bia University, New York, 1936-41. Economist in Division of Research and Statistics, 
Board of Governors of the Federal Reserve System, 1941 to date. 

2? Study 13 (Pickering) see p. 282. 
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successful, in part, they found, through court decisions, that there 
were rather definite limits to the regulation of economic power. 
Prices charged by businesses “affected with the public interest” could 
be regulated, but such regulation must afford “due process of law.” 
Within the meaning of the 14th amendment, a corporation is a “per- 
son” accorded “equal protection of the laws.” Furthermore, the “due 
process of law” accorded a corporation must be substantive, not 
merely procedural, which is to say that it must produce “reasonable” 
results, as judged by the courts. And, in the latter part of the 19th 
century, the constitutional limitations on the extent to which any 
State could inhibit the operations of businesses incorporated outside 
its boundaries made difficult the regulation of interstate holding 
companies; these became important devices for the creation of 
“trusts” in 1888, when New Jersey permitted its corporations to hold 
and vote the stock of other corporations. 

In an attempt to regulate what the States individually were not 
capable of regulating, the Congress enacted the Interstate Commerce 
Commission Act in 1887, and followed it with the Sherman Antitrust 
Act in 1890. The Supreme Court decided in 1911 that only “unrea- 
sonable” contracts, combinations, or conspiracies are proscribed by the 
Sherman Act, and, in 1920, that bigness in itself is not illegal. 

At mid-20th century, relatively few cases of private monopoly, in 
a strict sense, exist in the United States. On the other hand, few 
persons or businesses go very long without dealing with big businesses, 
and in many lines of activity big enterprises determine, in large 
degree, the nature of the markets in which all businesses operate. 
This situation has developed basically from four general public pol- 
icies: Legal freedom to enter a business with relatively few restaints; 
freedom of a business to incorporate under general acts; freedom of 
corporations to grow in size without legal limit; and freedom of 
corporation organizers to establish within very broad limits the scope 
of their corporation’s activities—including the power to own and 
vote shares in other corporations. 


SIZE, SUBSIDIARIES, AND MERGERS 


The basic climate for business just described was developed largely 
by adjudication of the legality of what may be thought of roughly 
as acts against others. Businessmen must not perform acts of con- 
spiring to restrain trade or to monopolize. Some acts among busi- 
nessmen became illegal per se—for example, combining to fix prices, 
to control output, or to conduct boycotts. Others were ruled illegal 
if performed unreasonably—which meant, substantially, if they were 
carried out for the purpose of restraining or disadvantaging competi- 
tors, suppliers, or customers. More recently, market power itself has 
come under surveillance. 

For half a century after passage of the Sherman Act, market power 
achieved by a company through growth or internal organization was 
substantially immune from judicial criticism. A concern could grow 
large and powerful, either as a unit or by establishing subsidiaries, 
since, by and large, legal doctrine holds that a corporation cannot 
conspire with itself or within itself, and cannot conspire with its 
wholly owned or wholly controlled subsidiaries. Certain violations 
of the antitrust laws, therefore, it cannot commit by itself. 
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Merging of independent companies and acquisition of competitor 
as subsidiaries were somewhat more questionable activities. If they 
constituted conspiracy to restrain trade, they were proscribed, but, in 
general, acquisitions were viewed in the framework of the total results 
So mergers, which were seldom prosecuted until they were accon- 
plished, tended to pass muster as reasonably in furtherance of business 
purposes of the participants. So long as the merged concern did not 
employ oppressive predatory practices, both the means by which the 
merger was achieved and the power of the merged company tended 
to be disregarded. 

In 1914, Congress attempted to revise the basis for judicial treat. 
ment of mergers. In section 7 of the Clayton Act, it prohibited 
acquisition by one corporation of the stock of another if the effect 
“may be to substantially lessen competition between the corporation 
whose stock is so acquired and the corporation making the acquisition 
or to restrain such commerce in any section or community or tend to 
create a monopoly of any line of commerce.” It also prohibited ac. 
quisition of the stock of two or more corporations if the effect “may 
be” to lessen competition among these corporations, restrain com- 
merce, or tend to create monopoly. 

This measure, however, was open to the interpretation that it 
frowned on the use of certain techniques rather than on the results of 
their use. It prohibited mergers by stock acquisition, but not b 
purchase of assets, and its test of legality was couched in words dif- 
ferent from those used in the Sherman Act. In 1926, a court decision 
approving a purchase of assets that was facilitated by an earlier illegal 
purchase of stock and accomplished before the Federal Trade Com- 
mission could act against the stock acquisition reduced the antimerger 
provisions of the Clayton Act to a minor instrument of antitrust pol- 
icy. This section may have been strengthened appreciably, however, 
by the Supreme Court’s 1957 decision that acquisition in 1917-19 by 
the Du Pont Co. of a 23-percent stock interest in General Motors be- 
came a violation when Du Pont came to supply a large part of General 
Motors’ requirments of automotive finishes and fabrics. 

In 1950, after many years of deliberation, Congress amended see- 
tion 7 of the Clayton Act to tighten up its proscription of mergers, 
whether by acquisition of stock or by purchase of assets— 
where in any line of commerce in any section of the country, the effect * ** 
may be substantially to lessen competition, or to tend to create a monopoly. 
To the layman, this test of legality appears to look more to results 
than to techniques, but it has not yet been extensively litigated. 

The leading case reflecting judicial concern with market power 
rather than acts against others is that of the United States v. Alum- 
inum Company of America, decided in 1945.8 There, Alcoa was 
judged guilty of monopolizing for being in the forefront with tech- 
nological competence and productive capacity to serve customers 80 
consistently that no one even tried to compete in the production of 
aluminum and aluminum alloys as raw materials for fabrication. 
The company had not performed acts to restrain competitors, for 
there were no competitors; nor had it acted to prevent anyone from 
becoming a competitor except by always keeping itself in a position 
to meet all demands for aluminum. 


8 United States vy. Aluminum Co. of America, 148 F. 2d 416 (2d Cir., 1945). 





titors 
they 
ut, in 
esults, 
ccom- 
Sines 
id not 
th the 
ended 


treat- 
ibited 
effect 
ration 
sition 
nd to 
ad ac- 
“may 

com- 


hat it 
lts of 
ot by 
's dif. 
ci 
llega] 
Com 
lerger | 
it pol- | 
vever, 
19 by 
rs be- 


sneral 


dl sec- 
rgers, 


_e ee 


oly. 
esults 


power 
4 lum- 
1 was 
tech- 
ers $0 
ion of 
ation. 
s, for 
from 
sition 


FINANCING SMALL BUSINESS 309 


pong formally the Alcoa and several similar cases do not over- 
turn the doctrine of the Steel decision of 1920 that size is not illegal, 
the kind of policies struck down could hardly be carried out effectively 
by a concern small in its market. And in the Griffith case, the Court 
said that “size is of course an earmark of monopoly power.”* Ap- 
parently, the market power that flows from size in the relevant market 
must not be used in such a way as to overawe would-be entrants or to 
stifle initiative. The approach appears to have been rather similar 
in the cases so far pursued by the Federal Trade Commission under 
the amended section 7 of the Clayton Act. 

Thus, market power, rather than acts, seems to have become the 
test by which the position of small business vis-a-vis large business 
is to be determined. 


PATENTS AND MARKET CONTROL 


Another public policy which has come to influence the general 
climate in which small Caan operates is the constitutional power 
of the Federal Government— 

to promote the progress of * * * the useful arts by securing for limited times 
to * * * inventors the exciusive right to their * * * discoveries. 

This policy is embodied in the patent law. 

This grant of limited monopoly for a fixed period of time is a 
valuable right for small businesses. The inventor who contributes to 
the development of technology is protected in his “exclusive right” 
to his innovation for a period long enough to enable him to establish 
a going business—which may be in using his invention himself or in 
licensing others to use it. Many successful enterprises have been 
founded with this protection from competition and have flourished 
after the patent monopoly has expired. 

From the beginning, however, conflict has existed between the pub- 
lic policy of freedom of private enterprise from restraint of trade, 
on the one hand, and promotion of the useful arts by a Government 
grant of monopoly on the other. With passage of the Sherman 
Antitrust Act, however, the conflict became sharper, and since 1890 
many restraints on markets that would have been illegal under the 
antitrust laws have been successfully defended as proper exercise of 
rights granted by patent. While over time patent rights have been 
limited by the policy laid down in the antitrust laws, court decisions 
generally have recognized enough rights flowing from the monopoly 
granted by patent to permit domination of a substantial number of 
important markets by corporations owning patents. 

If the exercise of patent rights were confined to the simple act on 
the part of the inventor of permitting or forbiding use of the patented 
article or process to others, the influence on markets might be small. 
The agglomeration of a large proportion of the patents relating to a 
pattioular line of activity in the hands of one corporation or a few 
corporations, however, frequently enables the patent holder to deter- 
mine who shall engage in the affected line of business, and on what 
terms, including models to be made, materials to be used, markets to 





*United States v. Griffith, 334 U. S. 100, 107, n. 10 (1948), quoted in U. S. Attorney 
General’s National Committee to Study the Antitrust Laws, Report (1955), p. 49. Here- 
after cited as Report. 
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be sold in, and prices to be charged. Patent holders have been abk 
to obtain adherence to their terms by small concerns through suit ang 
threat of suit for infringement. The cost of defending such suits i 
high and bears possibly more heavily on a small defendant than m 
the large plaintiff ; compromise on something close to the plaintiffs 
terms is likely to seem the ana course to a small company, even 
when the patents allegedly infringed are invalid. Where serious 
patent conflict occurs among large holders, it is likely to be compro- 
mised eventually by the formation of patent pools and the division 
of markets. 

In 1926 the Supreme Court agreed that, by virtue of its control over 
patents relating to the manufacture of electric light bulbs, the Gen. 
eral Electric Co. had the right to limit output of its licensees and to 
require them not only to sell at the same prices as those General Elee. 
tric charged on its own bulbs, but also to sell only through agents 
Five years later the court sanctioned cross-licensing of competing 
patents for “cracking” gasoline out of crude oil among several major 
oil companies, although the Government claimed the result violated 
the antitrust laws. 

These decisions appeared to sanction fixing prices, limiting output, 
and controlling channels of distribution where patented articles were 
involved. But writing in 1950, Stocking and Watkins concluded that, 
between 1939 and 1948, the courts had so narrowed the scope of licens. 
ing comments rotected by patents that the General Electric and 
Cracking Patents decisions were probably outdated.® 

The majority of the Attorney General’s National Committee To 
Study the Antitrust Laws appears, however, to have accepted the 
General Electric and the Cracking Patents cases as leading cases that 
still define the rights of patent holders—subject to numerous quali- 
fications.® A minority took issue with the position, not so much on 
the grounds that the majority misstated the law, as on the grounds 
that, in large measure, the law need not be as stated, in view of exist- 
ing precedents and the economic consequences flowing from the 
accepted doctrine.’ 

In the cases decided since 1948 the courts have continued to examine 
critically the use of patent rights to obtain or retain control of mar- 
kets. In this recent period the decided cases appear to have been 
defining more precisely the limits of the General Electric and the 
Cracking Patents cases. Patents still confer the right to achieve and 
retain a degree of market dominance that probably would not be 
sanctioned in the absence of patents. Patents are no longer a sur 
defense, however, against charges of monopolization or restraint of 
trade. 


TRADE PRACTICES, “FAIR TRADE,” AND PRICE DISCRIMINATION 


A group of public policies affecting business climate that is difi- 
cult to assess for business generally as well as for any one sector is that 
governing trade practices. It is relatively easy to agree on the proper 


5 George W. Stocking and Myron W. Watkins, Monopoly and Free Enterprise (Twentieth 
Century Fund, a) p. 474. 

* Report, pp. 231 ff. See especially pp. 233-236 and 242-247. 

7U. §. Congress, Senate Select Committee on Small Business, Report of the Attorney 
General’s National Committee To ae the Antitrust Laws, hearings, 84th Cong., 1st sess. 
(1955). Dissenting opinion of Louis B. Schwartz, appendix B, pp. 258-275. 
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objectives of such policies as prohibition of fraud and misrepresenta- 
tion in selling goods and of adulteration of goods. It is not so easy to 
obtain agreement on the proper objectives of some others. 

For centuries businessmen have had remedies both at common law 
and by statute against fraudulent tactics of competitors that demon- 
strably deprive them of customers. In some cases consumers have been 
similarly protected—notably by the requirement of the use of standard 
weights and measures, purity of customary articles of food, and suit- 
ability of common articles and commodities for their ordinary uses. 
While the variety of goods and services available to consumers and the 
means available to sellers for influencing customers have widened 
enormously in recent generations, the twin doctrines that the consumer 
is the best judge of his own tastes and that a seller must be expected 
to “puff” a little in representing his goods, have inhibied public policy 
from intervening strongly between the consumer and his supplier. 

Public regulation of trade practices has continued largely a matter 
for State governments. The earliest and for many years the only 
major intervention by the Federal Government was prohibition of use 
of the mails to defraud. In 1914, however, the Federal Trade Com- 
mission was set up to enforce the Federal policy that “unfair methods 
of competition in [interstate] commerce are hereby declared unlaw- 
ful.” A few months later the Commission was also given primary 
jurisdiction to move against practices recognized as specifically illegal 
“ the Clayton Act, namely, price discrimination, and exclusive deal- 
ing and “tying” arrangements, “where the effect of such [discrimina- 
tion or arrangement] may be to substantially lessen competition or 
tend to create a monopoly in any line of commerce.” 

The development of modern advertising techniques (which greatly 
enhanced property values in trademarks) and the growth of chain- 
stores in the 1920's, together with the depression of the 1930’s, gave 
rise to demands for more specific and certain outlawing of “unfair 
competition.” In particular, retailers wanted price competition regu- 
lated, especially competition of the “loss leader” kind, and wanted 
large distributors limited in their ability to exact concessions from 
suppliers. In 1936 the Robinson-Patman amendments to the Clayton 
Act “expressly enumerated conspicuous types of secret concessions, and 
penalized the discriminatory discounts on which mass buyers were sus- 
pected to thrive. The design of the Robinson-Patman amendments 
was to facilitate proof of the substantive violation while narrowing the 
availability of statutory exceptions for justifying price differentials 
challenged under the act.”* In 1937 the Miller-Tydings Act was 
passed to amend the Sherman Act and exempt from the antitrust laws 
agreements prescribing minimum prices for the resale of trademarked 
or branded commodities which are “in free and open competition with 
commodities of the same general class produced or distributed by 
other,” when such agreements are lawful in the State of resale. This 
act did not authorize agreements among businesses at the same dis- 
tributive level, and did not permit enforcement of agreements against 
“nonsigners.” The McGuire amendment to the Federal Trade Com- 
mission Act in 1952 extended the antitrust exemption to agreements 
under State “nonsigners” statutes, authorized “stipulated” as well as 





Report, p. 156. 
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“minimum” resale prices, and permitted sellers to require buyers to 
obtain “fair trade” agreements from their customers. 


Miller-Tydings Act 


Although many uncertainties remain about the precise extent of 
the exemption of “fair trade” pricing from the antitrust laws ac. 
corded by the Miller-Tydings and McGuire Acts, an appreciable vol- 
ume of business in many States is subject to price-fixing agreements, 
thus reversing a public policy that long antedates the Sherman Act, 
In a number of States, however, the courts have held unconstitutional 
the “nonsigner” provisions of “fair trade” statutes, and Federal courts 
have ruled that mail-order houses in “free trade” States may sell into 
“fair trade” States without being bound by “fair trade” laws.® These 
decisions appear to have contributed to the abandonment early in 1958 


of “fair trade” pricing by a number of manufacturers of electrical 
appliances. 


The Attorney General’s National Committee to Study the Antitrust 
Laws, after acknowledging that “preserving valuable investments in 
trademarks and business goodwill from destructive marketing tactics” 
is a legitimate objective of public policy, concludes: 


The Committee, however, does not consider “fair trade” pricing an appro- 
priate instrumentality for such protection. Since State enactments vest ab- 
solute discretion in suppliers for determining the level of a “fair trade” price, 
the legislative price-setting authorization extends far beyond the essential guar- 
anties of “loss-leader” control. An effective “fair trade’ system, moreover, 
strikes not only at promotional price cutting, but at all price reductions which 
pass to the consumer the economies of competitive distribution. 

In no event can the Committee condone another consequence of “fair trade” 
pricing. Apart from manufacturers’ interest in preserving trade symbols and 
commercial goodwill, “fair trade” pricing may enable distributors to extinguish 
price competition. A distributor whose inventory consists largely of “fair traded” 
products can carry on business freed from the pressures and tribulations of price 
competition. Accordingly, distributors in some segments of the economy advo- 
eate “fair trade” pricing by supplies as a legal means for obtaining the bene- 
fits of a horizontal price-fixing arrangement that the antitrust law forbids. Itis 
the Committee’s view that “fair trade” when used as a device for relieving dis- 
tributors from the rigors of price competition is at odds with the most elemen- 
tary principles of a dynamic free enterprise system. 

On balance, we regard the Federal statutory exemption of “fair trade” pric- 
ing as an unwarranted compromise of the basic tenets of national antitrust pol- 
icy * * * [T]he throttling of price competition in the process of distribution 
that attends “fair trade” pricing is * * * a deplorable yet inevitable concomit- 
ant of Federal exemptive laws. Moreover, whatever may be the underlying 
legislative intent, any operative “fair trade” system facilitates horizontal price- 
fixing efforts on the manufacturing and each succeeding distributive level. And 
the prominent existence of a Federal price-fixing exemption not only symbolizes 
a radical departure from national antitrust policy without commensurate gains, 


but extends an invitation for further encroachment on the free-market philos- 
ophy that the antitrust laws subserve.” 


Robinson-Patman Act 


Opposition to this judgment seems to rest less on the merits of 
“fair trade” than on the proposition that without “fair trade” retail- 
ers would be victimized by other unfair methods of competition, 
coercion, and monopolization. Such restraints the Robinson-Patman 


® General Electric Company v. Masters Mail Order Company of Washington, D. C., 244 
F. 24 681 (1957), cert. denied, 78 S. Ct. 832 (1957). For a brief survey of State laws, see 
Dun’s Review, February 1958, p. 33. 

10 Report, pp. 153—4. 
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Act was intended in a measure to deal with. The Attorney General’s 
Committee, however, concludes that there are— 

ambiguities which still subject to continuous legal controversy the Robinson- 
Patman Act’s prohibitions on various forms of discrimination among a seller’s 
qustomer’s. And nearly two decades after enactment of a supplementary 
criminal penalty for some price discriminations, courts still confess serious 
doubts as to whether the prohibition is sufficiently comprehensible to meet the 
Constitution’s guaranties of fair play and adequate notice. Other tribunals dis- 
agree on Whether this section is really a part of the “antitrust laws” which 
authorize parties injured by violations to seek private treble damage redress.” 

Mr. Justice Frankfurter, in his opinion for the Supreme Court 
in the Automatic Canteen case said, “precision of expression is not 
an outstanding characteristic of the Robinson-Patman Act * * *” 
He was presumably thinking of the problems of legal construction 
for the judge and the lawyer. There are also problems for the econo- 
mist and the businessman, both in the act and in the decisions con- 
struing it. 

One w ay of looking at these problems is by way of the actions and 
situations the law seems to be intended to govern. Price discrimina- 
tion is illegal if it meets all of five criteria: (1) The transaction of 
which the price discrimination is a part is in interstate commerce; 
(2) the transaction involves goods of “like grade and quality” com- 
pared with those for which the higher price is charged; (3) the effect 
of the discrimination “may be substantially to lessen competition or 
tend to create a monopoly in any line of commerce, or to injure, de- 
stroy, or prevent competition with any person who grants or know- 
ingly receives the benefit of such discrimination, or “with customers 
of either of them”; (4) the discrimination is greater than the saving 
in cost to the seller of doing business with the recipient of the dis- 
crimination compared with the cost of doing business with other 
customers; and (5) the discrimination is not a response to changing 
conditions affecting the market or the marketability of the goods 
concerned. Even if all these conditions are present, the discrimina- 
tion is not illegal if one other is also present; namely, if the discrimi- 
natory price is offered “in good faith to meet an equally low price of 
al competitor,” provided the competitor’s price is a “lawful” price, 

Concerning the first criterion there is little difficulty; transactions 
in interstate commerce appear to be readily recognized nowadays 
with little controversy. All the other tests, however, present prob- 
lems. For example, is a trademarked article “of like grade and qual- 
ity” with the physically identical article merchandised by the same 
seller under no mark or under a different mark? When is competi- 
tion lessened, injured, destroyed, or prevented: If one competitor is 
driven out of business or handicapped? Or must most or all competi- 
tors be placed at a disadvantage? Is a competitor who is driven out 
of business injured if he might have ree in business by changing 
to another way of doing business—e. § , by selling or buying through 
the mails? Is he injured if, by being rcneesiehily more efficient than 
others in the business, he can overcome the handicap of the discrimi- 
nation? How precisely must a difference in the price charged dif- 
ferent customers be related to the difference in the cost of serving 

11 Report, p. 130. Two cases decided by the Supreme Court in January 1958 resolved the 


last ae by — that sec. 3 of the Robinson-Patman Act is not an antitrust statute 
(Nashville Milk Co. v. Carnation Company, and Safeway Stores, Inc. vy. Vance). 
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them? What changing conditions affecting the market or the map. 
ketability of goods will make discrimination legal ? 

Difficult as such questions may be in themselves, they are made 
more difficult by other, more genera] uncertainties. What prices—e.g, 
delivered or factory !—are to be ee free of discrimination? In what 
markets? For which competitors’ 

A few of the decided cases would illustrate how resolution of thege 
general uncertainties influence the answers given to the earlier ques. 
tions.7? Part of the weakness of the Robinson-Patman Act is prob- 
ably attributable to the technical legal design of the statute in view 
of the history of case law in trade practices. Part of the weakneg 
may be more general—that the single set of words of the statute tries 
to define offenses in the great variety of market situations in which 
businessmen operate. Thus it attempts to regulate transactions be- 
tween manufacturers of raw materials and fabricators, as well as 
fabricators and distributors; transactions between wholesalers and 
retailers as well as those of manufacturers who deal with both whole- 
salers and retailers; transactions of distributors of a varied line of 
commodities as well as those of distributors of a single commodity; 
transactions in national markets and in local markets; and trans- 


actions in markets dominated by buyers as well as markets dominated 
by sellers. 


SPECIAL TREATMENT OF PARTICULAR ECONOMIC ACTIVITIES 


Public policy according special treatment to particular economic 
activities also influences the climate in which small businesses operate. 
Regulation of railroads and other public utilities was advocated very 
strongly by farmers and small-business men in part as a means of 
ending discriminatory prices and services. Tariffs have been sup- 
ported by small as well as by large businesses to avoid competition 
with foreign low-cost producers. An elaborate program of agricul- 
tural supports and quotas has been developed in response to the pres- 
sures generated by rapidly increasing productivity in this highly com- 

etitive sector. The right of labor unions to bargain collectively has 
hess held to require the right to impose certain restraints on trade. 

To achieve their basic purposes, such special treatments have set up 
sheltered markets—and shelter not only aids the exercise of economic 
power, but also invites the building of such power. Shelter has 
usually been justified as protecting the small business or an economi- 
cally weak party; it has often wound up creating additional economic 
restraints against which the small business or the economically weak 
have had to contend. Sometimes the restrained groups are in the 
industry sheltered; sometimes they are in industries that either buy 
from or sell to the sheltered market. 

One road to shelter is administrative regulation. This can be illus- 
trated in transportation. Railroads were ers to prevent them 
from giving preferential rates and services to favored customers (such 
as had played a large part in the growth of the original Standard 
Oil Trust by enabling it to undercut competitors) and to reduce 
financial manipulation. The absence of discretion in rate setting 
however, helped materially in the devising and administering of 


12 Among these are cases involving Standard Oil Co. seen, the Corn Products Co., 
A. B. Staley Co., the Automatic Canteen Co., and the Minneapolis-Honeywell Co. 
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basing -point systems which in turn were used to set pricing patterns 
inimical to competitive plant location, as in steel and cement. 

As long-distance motortrucking became economically feasible, com- 
petition from trucks put railroads, with their regulated rates, at a dis- 
advantage in some markets, and also threatened pricing patterns in 
industries that relied on the structure of railroad freight rates to 
establish market territories. These developments together with the 
emergence of “cut-throat competition” and failures in the trucking 
business in the early 1930’s led to the Motor Carrier Act of 1935 to 
regulate interstate trucking. The act provided for limitation of entry 
into the regulated business through the requirement of a showing of 
convenience and necessity before new truckers could engage in inter- 
state business. Where entry is limited by direct public action, regu- 
lation, or supervision of prices is frequently demanded as protection 
against discriminatory pricing, and the Motor Carrier Act authorized 
the Interstate Commerce Commission to establish minimum and 
maximum rates. And where entry is limited and prices are regulated, 
the problem arises of dealing with situations in which franchised 
companies cannot properly and profitably serve their areas, and an 
attractive solution is the merging of companies for “efficient” or 
“rationalized” service. The ICC was authorized to permit merger 
of motortruckers. Consolidation of trucking companies into inter- 
state systems has been a means of securing the profits of monopoly 
pricing policy made possible by limitation of entry. 

Concentration of interstate trucking business has therefore gone on 
apace in situations where, in the absence of the special regulatory 
authority, the greens anitrust laws would probably have frowned on 
such growth of economic power. 

As a result, small firms in the interstate trucking business must 
compete against giants, and intrastate truckers must be limited in 
their activities so that they shall not “compete unfairly” with duly 
franchised interstate truckers. Also, small and large concerns using 
transportation services are limited in the extent to which they can 
depend on competitive pricing to hold their costs of doing business. 
The railroads are confronted with competitors whose power to follow 
monopolistic pricing policies is, in kind, the same as their own. Truck- 
drivers must be accorded far-reaching powers of bargaining if they 
areto be any match for their strong employers. And public agencies— 
regulatory bodies, mediation agencies, and courts, as well as legisla- 
tures—are perplexed when they attempt to resolve problems fairly 
for all interested parties. 

Tariffs afford another road to shelter. They are usually advocated 
as means of achieving sound public policy—enabling “infant indus- 
tries” to become established, protecting domestic labor standards 
from being undermined by competition from “substandard” foreign 
wage levels, protecting the defense potential of the Nation by mini- 
mizing our dependence on foreign sources of supply. 

By raising prices which foreign competitors must charge if they 
are to sell in this country, the tariff gives an advantage to domestic 
producers. Among domestic producers, it frequently affords pro- 
tection to a monopolistic or dominant firm or a group of firms follow- 
ing a monopolistic price or production policy by assuring that a small 
competitor will not be able to depend on foreign supplies for help. In 
an earlier day, tariff protection was a material assistance in enabling 











316 FINANCING SMALL BUSINESS 


the Aluminum Company of America to achieve a monopoly position; 
today, the tariff on copper, depending at it does on the domestic pricg 
of copper, helps the Big Four to affect prices in the domestic market, 
Similarly, tariffs on rayon and other artificial fibers, together with 
price supports on domestically produced natural fibers, have helped 
large chemical firms to set the terms of competition not only for small 
pr oducers of artificial fibers but also for large and small users of all 
fibers. 

Another road to shelter is exemption of the weak from the restraints 
of antitrust policy; this has also resulted in tendencies toward con- 
centration and restraint. Agricultural cooperatives may engage in 
certain business practices which would be illegal for other business 
concerns, and may combine to pursue common courses of action. Labor 
unions may use certain coercive practices against business concerns 
which business concerns may not use against each other. 

The California Fruit Growers Exchange and the National Cran- 
berry Association, to name two that have been engaged in litigation, 
have been able to exert strong control of supplies in markets for par- 
ticular products at least in sizable areas. Different prices have been 
set for milk put to different uses under a classification system used by 
dairy cooperatives, and milk distribution has been controlled in many 
markets through a judicious combination of the exemptions of the 
cooperatives and the milk wagon drivers’ union. 

By and large, neither agricultural cooperatives nor labor unions ma 
combine with groups of other kinds in ways that would affront the 
antitrust laws, but acting together, each in its own exempt sphere and 
without overt concert, they can contribute to the building up of power 
over markets with which small businesses (and sometimes fares busi- 
nesses) have to reckon. 

The examples given—though few and sketchy—indicate ways in 
which public provision of special treatment for ‘partic ular economic 
groups may shift the balance of economic power in favor of large 
concerns or concerted groups and thus place the small business at a 
disadvantage. Where a device or arrangement is available to a busi- 
ness to permit expansion or to ease problems, it is likely to be used. 


SPECIFIC FEDERAL PROGRAMS FOR SMALL BUSINESS ™ 


Since the beginning of the Second World War both the legislative 
and the executive branches of the Federal Government have shown 
increasing interest in the problems of small business. During the 
war, special steps were taken to use the productive facilities of small 
concerns, provision was made for allocation of materials to small 
civilian as well as military producers, and price control regulations 
distinguished among businesses in different circumstances. 


18 For discussion of Government loan programs for small business, see study 12 (Arlt), 
p. 253. For a summary of programs carried on by Federal agencies, see Federal Policies 
and Programs That Benefit Small Business, prepared for the Cabinet Committee on Small 
Business (September 23, 1957, distributed by the Department of Commerce and the Small 
Business Administration). For more extendeo discussions, see the semiannual reports of 
the Small Business Administration, and recent annual reports of the Secretaries of Com- 
merce and Labor, the Atomic Energy Commission, and the Administrator of the General 
Services Administration. See also hearings, reports, and documents of the Select Com- 
mittee on Small Business, U. S. Senate, and of the Select Committee on Small Business, 
House of Representatives. See also publications of the President’s Conference on Tech- 
nical and Distribution Research for the Benefit of Small Business, held September 1957. 
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Since that time, and especially since the Korean episode, this 
interest has grown. The legislation establishing the Small Business 
Administration laid down the policy that— 


The essence of the American economic system of private enterprise is free 
cempetition. Only through full and free competition can free markets, free 
entry into business, and opportunities for the expression and growth of personal 
initiative and individual judgment be assured. The preservation and expan- 
sion Of such competition is basic not only to the economic well-being but to 
the security of this Nation. Such security and well-being cannot be realized 
uiless the actual and potential capacity of small business is encouraged and 
developed. It is the declared policy of the Congress that the Government should 
aid, counsel, assist, and protect insofar as it is possible the interests of small- 
business concerns in order to preserve free competitive enterprise, to insure that 
a fair proportion of the total purchases and contracts for supplies and services 
for the Government be placed with small-business enterprises, and to maintain 
and strengthen the overall economy of the Nation.” 

In pursuit of this policy the SBA is authorized to provide a num- 
ber of services for small businesses, among them extending loans and 
other financial assistance under certain conditions, helping to obtain 
a fair share of Government procurement, and providing technical 
and management assistance and information about markets. 

The SBA has authority to intervene with Federal procurement 
agencies to assist small businesses in obtaining a fair proportion of 
the Government business. It has authority to work with the Armed 
Forces and the General Services Administration to devise effective 
means of informing small businesses of the Government’s needs; to 
determine, with the purchasing agencies, what contracts-can ad- 
vantageously be set aside to be bid on by small businesses*only; to 
certify to the procurement agencies the financial and technical com- 
petence of particular small businesses to perform on certain con- 
tracts; and to act as a prime contractor for the Armed Forces, sub- 
contracting the work in turn to small businesses. 

The military services have set up special procedures and em- 
ployed special personnel to provide opportunity for small businesses 
to bid on contracts and to find small suppliers from whom negotiated 
contracts may be obtained. They have worked with SBA in estab- 
lishing set-asides, in listing invitations to bid in publications circu- 
lated to small businesses by Government agencies, and in making in- 
formation available through various Government channels about their 
buying plans and bidding requirements. 

In all of this, committees of the Senate and the House of Repre- 
sentatives have been particularly active, calling the attention of the 
executive agencies to small business complaints, making suggestions 
for implementing policies, and asking for frequent accounting of ac- 
complishments under the programs. By and large, the committees 
appear to be dissatisfied with the rate of progress. The major de- 
ficiencies to which they call attention appear to be that the proportion 
of all military purchases that come from small businesses continues to 
be small (about one-fifth) and that it is constantly in danger of de- 
clining ; that the policy of buying wherever possible from small busi- 
hess is not pursued vigorously enough, anti is perhaps disregarded 
at the middle management level of procurement officers and special- 


“U.S. Congress, Small Business Act of 1953, Public Law 163, title II, 83d Cong., 1st sess. 
(1953), sec. 202 (15 U.S. C., sec. 631). 
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ists; that research and development work tends to gravitate toward 
large producing companies when it ~—_ better go to small or new 
companies; and that despite vigorous efforts, small businesses tend to 
be edged out of the procurement picture by the modern purchasing 
methods of making prime contractors responsible for weapons systems 
and large projects. To this last complaint there are at least two parts; 
that prime contractors have too much discretion in subcontracting 
work; and that when defense orders are reduced, prime contractors 
reduce the amount of work they subcontract. 

In keeping all of these issues before the public, congressional com- 
mittees have undoubtedly broadened the market for small manufac- 
turing ec ig In addition, the committees have provided a con- 
tinuing public forum for consideration of small business problems, 
not oaly those arising out of Federal procurement, but also those re- 
lating to the general climate in which business operates. 

In a way, the problems encountered in obtaining a fair share of 
the Government’s business for small concerns reflect the problems of 
small business in the economy at large. First, the armed services are 
large organizations with large staffs whose work must be coordinated 
through chains of command by means of explicit rules, regulations, 
and manuals of procedure. Such organizations deal best with large 
organizations. They may have difficulty in dealing with suppliers 
whose organizations are not similarly stratified, whose procedures and 
general specifications are, not in codified files, and whose decision 
makers work informally. 

Second, much of procurement is of such a nature that dealing with 
large businesses appears to contracting officers cheaper and more ef- 
ficient than dealing with small concerns. A good deal of money is 
spent on a large number of substantially identical items which are 
presumably produced most efficiently and cheaply by mass produc- 
tion; the conclusion that can easily be drawn is that this calls for deal- 
ing with the large company, although the size of plant appropriate 
for maximum efficiency and minimum cost is not always directly 
related to size of company. A large amount of money is also spent 
for a relatively small number of highly intricate mechanisms and sys- 
tems which must be designed before they can be built. Here, too, it 
may seem logical to proceed from the fact that such work requires 
highly trained and competent skills and imagination to the conclusion 
that these qualities are most readily found in large organizations. 

Third, the fact that large businesses tend to manufacture (or to 
contract for the manufacture of) a wide range of products makes 
relatively easy the contracting officer’s job of finding a supply of re 
lated products. So a large business known to many contracting off- 
cers is more likely to be invited to bid on a new product than a small 
business—even a small business that has already dealt with one or 4 
few contracting officers. 

Fourth, the nature of the procurement process and the rules by 
which it must be governed also make it easier to deal with large com- 
panies. Contracts awarded to large companies are subject to rene 
gotiation, whereas those with small companies are not, or at least not 
to the same extent. A contracting officer, therefore, can be less 
meticulous about obtaining the “right” price from a large company. 
Similar considerations arise from the fact that contracts frequently 
have to be modified as to quantities and delivery dates. 
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Fifth, a certain degree of market control (developed > a large 
company as a result in part of public policies discussed earlier) may 
be advantageous, particularly in ability to guarantee performance. 
An integrated company, able to divert to Government work materials 
produced under its own control, is much less affected by market de- 
velopments especially in periods of generally high demand or “short- 
ages” than a small company that must buy supplies in the open mar- 
ket. Similarly, both production and development work in fields 
abounding in patent rights may very easily go to the companies least 
likely to have trouble in obtaining access to patents. In connection 
with patents, one of the problems that has been brought to the at- 
tention of Congressional committees is the invasion by Government 
specifications of the patent rights of small companies. 


SUMMARY 


Public policies regulating business operations are the subject of 
strong dissent as well as of widespread acceptance. Dissent ranges 
from the view that such policies provide inadequate protection against 
concentration of economic power to the view that they penalize effi- 
cient business in favor of the inefficient. 

Professor Mason has summarized the issue in the following terms: 

We have always looked to our competitive free-enterprise system to accom- 
plish two different things. On the one hand, we have expected from it a set of 
powerful motivations, stimulations, and drives toward increased output, product 
improvement, cost reduction: in general, toward increased efficiency in the use 
of economic resources. On the other hand, we have expected from the competi- 
tive system a set of limitations to the growth of private economic power. The 
competitive system is supposed to be self-regulating in the sense that a continual 
striving for market advantage by all firms effectively sets limits to the market 
power of each. 

Both of these objectives are important, and it is essential that public policy 
keep both in mind * * *.* 

Each judgment of the appropriateness of antitrust and related pub- 
lic policies implies a judgment about the adequacy of the balance be- 
tween the two objectives discussed by Mason. Tudaimeai are hard 
toreach. Both “efficiency” and “restraint of private economic power” 
are broad and intricate concepts whose meaning may vary with the 
level of generality under consideration. Thus, the relative efficiency 
of two kinds of steelmaking furnaces or oil refining stills may be 
judged by engineering tests of useful output in relation to waste; 
the relative efficiency of two economic organizations may be judged 
by the market test of net earnings or dividend payments either in 
absolute size or in relation to some factor such as capitalization or 
volume of sales. For public policy, the second test by itself is in- 
adequate because it accepts whatever market power the organizations 
may have; and the first is inadequate because it takes no account of 
the relevance of the technology to the market. Furthermore, if the 
exercise of economic power is impeding production of a commodity 
that consumers would greatly prefer over the one under consideration, 
the economy includes a large inefficiency, regardless of what test may 
be deemed appropriate for the situation as it is. In the same way, 
size is no sure test of power: small concerns are not necessarily with- 





% Edward 8S. Mason, The New Competition, Economic Concentration and the Monopoly 
Problem (Harvard University Press, 1957), p. 375. 
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out economic power in their own markets, and large concerns do not 
always dominate theirs. 

Trade practices, in themselves, also are inadequate guides for ad- 
ministration of public policy. A business may increase its own 

“efficiency” by attracting a large number of customers. The means 
for doing this range all the way from providing a high quality of 
service to engaging in fraudulent advertising, and the man Possi- 
bilities can be used in a great variety of combinations, Within this 

range is the practice of selling at lower prices, alone or combined with 
other features. 

On the score of efficiency in use of economic resources, the business. 
man who can lower prices is ordinarily to be commended; this attitude 
has led to the general rule under the law that agreements to fix prices 
are illegal, for the general experience is that such agreements tend 
to keep prices up or raise them. The businessman who lowers prices in 
order to drive his competitors out of business so that he can later 
raise prices, however, is striving, not for efliciency, but for control, 
and for this reason the law seeks to restrain him. When does efficient 
price reduction become predatory price cutting? This is a knotty 
issue of fact whatever balance of efficiency and power is desired. 

Furthermore, the merchant for whom large sales volume and low 
selling prices go hand in hand may be a very worthwhile distributor 
for a ‘supplier, who can increase his own efliciency by selling to this 
merchant at lower prices than to others. This is “discriminatory” 
pricing, but it is an avenue, at least in the first instance, for reducing 


eal costs to consumers. At the same time, discriminatory pricing 


aay also be exacted from the supplier by a high- volume retailer who 
hopes to use his advantage to drive out competitors. Public policy 
tends to frown on this latter practice; it must be recognized, though, 
tht the first type of price discrimination will also tend to take business 
from the retailer with the small turnover. 

In general, price discrimination and related practices seem to be 
particularly difficult to evaluate when multiples are involved—when 
participants deal in many commodities, in many geographically sepa- 

rated markets, with many buyers or sellers, at several levels of dis- 

tribution, or through several distributive channels. In such situations, 
a participant may find it possible to increase his own efficiency by 
adopting practices that are oppressive to those who deal with ‘him. 
Thus loss-leader selling, maintaining regional price differences, deal- 
ing with both wholesalers and ret tailers, furnishing private brand 
merchandise to chainstores or mail-or der houses, and selling trade- 
marked items through chainstores all present difficult problems in 
balancing efficiency and restraint of economic power. 

Size by itself, over most of its range, is no better guide to the execu- 
tion of policy than are practices, The very small, when not leagued 
together, pose no threat of economic power; the very large clearly do. 
In between, largeness may go both with efficiency and with market 
power in varying proportions depending on the market context, Cor- 
win D. Edwards cautions that “power derived from sheer size” should 
be distinguished from monopoly or oligopoly power.’® He concludes: 


7° Corwin D. Edwards, Big Business and the Policy of Competition (Western Reserve 
University Press, 1956), pp. 38—54. 
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The guiding principle in * * * a policy toward big business should continue 
to be the maintenance of competition for political as well as economic reasons. 
The test of legality should not be the quality of business performance, but 
the existence of adequate competition. We should recognize, however, that 
a large enterprise is enabled to lessen or destroy competition by its own posses- 
sion of economic power and our concept of power should be broadened to fit 
the facts of big business. We should cease to pay exclusive attention to mo- 
nopoly power, as distinguished from types of power * * * that are traceable 
to bigness instead of monopoly. We should cease to smuggle other types of 

wer into our thinking by calling them monopoly power. We should accept 
the fact that power may be derived from oligopolistic or monopolistic place 
in a significant market, from disparity in size between competing corporations or 
between buyer and seller, from structural forms such as vertical integration or 
diversification, and from the aggregate bigness of a corporation’s activities as a 
whole. None of these types of power is unvarying in its effect; each may be 
present in different degrees ; and each may be reinforced by other types of power 
possessed by the same company and may be reduced or increased by the power 
of other companies. We can rely upon no simple formula for detecting power 
or for determining where it has become so great that it must be curbed. But 
where we can identify power that impairs competition, we should strike it 
down.1? 

Identifying the “power that impairs competition” is what creates 
the problems for the execution of policy. Such power may be exer- 
cised by one large concern against another or against a small concern, 
or both. In any particular case, the legal judgment may depend 
heavily on whic h situation is at issue. In connection with questions 
of price discrimination, in particular, difficult problems arise when 
a large concern is exercising its power against both large and small 
concerns, or when the rights of both large and small are in conflict. 
The courts have not always upheld the right of the large to exercise 
their power, but neither have they invariably protected the small 
against the power of the large. 

The problem of protecting the small against the large is also com- 
plicated by the fact that the small do not always want to be independ- 
ent, and do not always want to face the risk involved in being efficient. 
One element among many in advocacy of “fair trade” is a desire of 
small businesses to be free from the need to make price decisions, or 
to meet the market tests offered not only by the large chainstore, but 
also by the typically small discount house. 

To imply that small businesses are frequently content to operate in 
the shadow of big businesses, however, is not to agree that public 
policy is, or ought to be, directed toward making or keeping small 
businesses the mere executors of decisions of big businesses. The 
American ideal of economic organization has always been freedom 
to engage in economic activ ities, with success or failure depending on 
effectiveness in meeting market demands, without coercion of greatly 
superior power. Despite the increased complexity of technology, in- 
cluding advertising, which makes realization of the ideal more difli- 


cult, the ideal remains. 


" Tbid., pp. 131-132. 








15. MANAGEMENT PROBLEMS OF SMALL MANUFACTUR. 
ING ENTERPRISE IN RELATION TO FINANCING? 


INTRODUCTION 


A major problem for managers of many small manufacturing enter. 
prises is obtaining capital to finance current operations and expan. 
sion, Capital may be unavailable, or available only on terms which 
impose costs or a degree of control unacceptable to small manufac. 
turers. 

This paper, largely based on the combined experience of members 
of the professional staff of Arthur D. Little, Inc., undertakes a broad 
consideration of typical obstacles to financing of small manufacturing 
enterprises. For this reason, major emphasis has been placed on 
weaknesses and limitations of small concerns rather than their 
strengths. Obviously, generalizations have been made which do not 
apply to all small manufacturers. Some small manufacturing con- 
cerns have superior management and prosper. Further, there are 
advantages as well as disadvantages in small size. For example, 
smaller concerns often have relatively lower overhead and adminis- 
tration costs than larger concerns as well as greater flexibility of 
action and the ability to adapt more quickly to changing conditions, 
There are numerous successful small manufacturing enterprises in 
the United States. They illustrate the important contribution small 
business makes to the American economy. However, this should not 
be permitted to obscure the fact that, in general, financing is a serious 
problem for managers of small concerns. 

Certainly one of the basic obstacles for small manufacturing enter- 
prises is the belief of lenders and investors that there are greater 
risks in financing small than large concerns. Large size carries with 
it an implication of stability and security and, thus, low risk. Fur- 
ther, an investor knows that if he buys stock in a small concerns, he 
may have difficulty selling it and converting his investment back to 
cash. This lack of easy marketability increases his risk. 

Probably the single most important factor affecting risk of financing 
small enterprise is managerial ability. For this reason, any analysis 
of the financing problems of small enterprise must ultimately be 
concerned with management problems and performance as well as 
with limitations associated with small size. 


1 By John Clark, Jr., Arthur D. Little, Inc. 

John Clark, Jr. Education: Bachelor of science (1940) and master of science (19438), 
University of Arkansas; and master of business administration (1947). Harvard Grad- 
uate School of Business Administration. Taught for 5 years at the University of 
Arkansas. Courses taught included industrial management and current economic prob- 
lems. Two years at Harvard Business School as a research associate preparing cases 
for use in their course in business history. During this period completed all requirements 


except my doctoral thesis for the degree of doctor of commercial science. Joined Arthur D. 
Little, Inc., 5 years ago. 
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CHARACTERISTICS OF SMALL MANUFACTURING ENTERPRISES 


Three characteristics of small manufacturing enterprise will be 
considered in discussing management problems in relation to financing. 
One characteristic is that management authority and responsibility 1s 
mainly centered in one man, who exercises direct personal control over 
empany operations. By comparison, in large companies manage- 
ment responsibility ordinarily is shared by a number of executives. 
Decisions of one executive are subject to scrutiny by his peers. Top 
management control is impersonal since instructions may be trans- 
mitted through various management and supervisory levels before 
reaching the action level. Small size, a second characteristic, affects 
management’s ability to obtain financing in two ways. First, as it has 
heen pointed out, in general, larger concerns are better able than 
smaller concerns to obtain financing because their greater size implies 
greater stability and safety. Second, small size also may limit the 
ability of a concern to compete with other larger firms in an industry. 
The third charactristic of small enterprise is that managers ordinarily 
have an ownership interest in the enterprise, they manage, so owner- 
ship and management are largely synonymous. By comparison, man- 
agement in a large company rarely has majority stock control of the 
company they manage. 

The combination of ownership and centralized direct management 
can be both an operating strength and the source of some of the im- 
portant obstacles to successful financing of small manufacturing en- 
terprise. 


POSSIBLE EFFECTS OF OWNERSHIP COMBINED WITH DIRECT PERSONAL 
CONTROL 


Problem of “undermanagement” 


Since the manager controls directly, the small business has a great 
deal of flexibility in operations. It is possible to quickly take advan- 
tage of special situations. Production schedules can immediately be 
adjusted to make certain that special orders are filled on time. The 
manager can decide to make a change in design and put his decision 
into effect at once. Since control is centralized and direct, managers 
of small enterprises avoid many of the delays and problems of co- 
ordinating activities of the various departments found in larger com- 
panies. Further, if something goes wrong it is usually more quickly 
apparent in a small than large concern and corrective action can be 
taken immediately. 

However, because he is responsible for all decisions, the ability, 
energy, and time of the manager of a small enterprise are spread very 
thin. For example, at any given time the manager of a small concern 
may be faced with problems which he must solve involving production, 
marketing, pricing, purchasing, product development, quality control, 
personnel, and finances. Because of the variety and complexity of 
the decisions he must make, the manager of a small company cannot 
_ to spend time on any but the most immediate and urgent prob- 
ems. 
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This has several important consequences. Because he cannot spe. 
cialize on just certain kinds of problems and has little time to spendil 
making any one decision, the manager of a small concern frequently 
does not come up with as good a solution to a problem as the specialist 
in a large company. Since he is very busy he may concentrate on 
problems which interest him personally or which are in areas with 
which he is most familiar. Other equally important problems may not 
receive enough attention. Further, he has little time to spend on 
keeping up with curent market or technical information, on planning 
future operations and financial requirements, or on improving per. 
formance in those areas where no crisis exists. Financial and cost 
records of small enterprises often are not kept in sufficient detail to 
furnish the manager with the information he needs to make decisions, 
Thus, a basic characteristic of small manufacturing concerns which 
can increase risk and lead to lack of confidence among investors and 
lenders is likely to be “undermanagement.” 

For example, when owner-managers of small manufacturing con- 
cerns approach prospective lenders or investors for long-term capital 
for expansion, they often do not supply needed financial and operating 
information, have not taken into consideration all of their require- 
ments for fixed and working capital, and have made little investiga- 
tion of market conditions and competition. At the same time they 
often are very reluctant to give up any appreciable degree of either 
operating or ownership control as a condition of obtaining financing. 

Obviously, these generalizations do not apply to all small mann- 
facturing concerns. Some small concerns develop management organ- 
izations patterned after those found in large companies, keep and use 
detailed operation and cost records, plan future operations and pre- 
pare financial budgets, and keep up with the ri. a re and mar- 
keting methods of their industry. Such concerns are prepared for 
growth and show it. Smallness is a stage through which they pass. 


Insistence on retaining complete control 


When the manager of a small company insists on retaining personal 
direct control over policies and operations, he generally Timite the 
growth prospects of his company. The problem of “undermanage- 
ment” increases in importance as a concern grows and the number of 
important decisions to be made increases. Sometimes the owner- 
manager makes a conscious decision to limit size because he wants to 
keep his concern from growing too big for him to manage. However, 
in many small enterprises there is a desire to grow and at the same 
time the owner-manager insists on running his show. 

Frequently, the manager of a small enterprise is a doer rather than 
an administrator. He wants to make decisions personally and put 
them into effect directly rather than through an administrative organi- 
zation. While he may need additional financing to build a new plant, 
buy new equipment, or introduce new products, he may not be willing 
to submit to restrictions and limitations on his authority by investors 
or lenders, particularly when questions of sharing ownership and 
management are involved. In many such situations, lenders and in- 
vestors are not willing to supply capital without obtaining some meas- 
ure of control because of the risks involved. Unless a manager 3 
willing to share authority and responsibility, there is always the 
danger that expansion will overextend his ability to control operations 
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directly. ‘Thus, the end result of expansion may be a decline in the 
rate of return on investment. 


Lack of management replacements 

There is often a very great difference in quality between top man- 
agement and second-line management in asmallcompany. This raises 
real questions not only as to the ability to expand successfuly but also 
as to the ability of the concern to continue operations if the manager 
suffers a prolonged illness or dies. Frequently, there is no capable 
replacement available within the enterprise and it may be very diffi- 
alt for the heirs and other stockholders to find and attract the caliber 
of manager required. 

Nepotism adds to the risks of management succession in small busi- 
ness, Jobs can be found for sons or other relatives that will give them 
something to do until they prove themselves but will not endanger 
operations. However, in small companies no such safe haven exists 
at the management level. At the same time the owner-manager fre- 
quently has a strong personal desire that a son or other relative suc- 
ceed him when he retires or dies. And, since the family owns the 
business he can be relatively certain that his wishes on succession will 
be carried out. Such family preference is very discouraging to able 
nonrelatives and, if the chosen successor proves to be incompetent or 
not interested, there may be no trained, qualified replacement. 

It should be noted that nepotism may be beneficial in that able rela- 
tives may be encouraged to stay with a small enterprise because of 
family loyalty. Further, many persons with managerial skill prefer 
employment with smaller companies because of the opportunity to 
benefit directly from their ability rather than have the results of their 
personal efforts diluted and lost in a corporate maze. For many small 
companies, however, management succession is a serious problem. 

The problem of providing for succession and protecting estates leads 
some Owner-managers to sell their companies. In many cases there 
are good reasons behind such a decision. It takes a relatively short 
period of incompetent management to dissipate business worth that 
may have been built up over many years. Also, unless there has been 
careful planning for estate and death taxes, heirs may be faced with 
the necessity of selling some of their holdings of the company’s capital 
stock to pay taxes. Finding buyers of stock of a closely held company 
under forced conditions may be quite difficult, particularly if the con- 
ern has a new unproven management. Further, unless the heirs are 
willing to sell majority control, they may have trouble finding buyers 
wnder any circumstances. 

Sometimes the owner-manager of a small concern sells his company 
toa larger company in order to gain access to capital markets through 
the acquiring company and thus to obtain financing needed for ex- 
pansion. However, absorption by, or merger with, large companies 
can hardly be considered the solution to financing problems of small 
manufacturing enterprises in general. 

In any event, threats to the continued existence of small manufac- 
turing enterprises arising out of the lack of qualified and competent 
placements for top management are given considerable weight by 
lnders or investors when long-term capital commitments are involved. 
Moreover, there is no question but that the refusal of managers of small 
enterprises to delegate authority and responsibility and their emphasis 
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on family management tends to reduce the quality of second-ling 
management. 


INFLUENCE OF SIZE ON MANAGEMENT’S PERFORMANCE 


In some areas it is difficult to distinguish clearly between the effect 
of undermanagement on the financing problems of small enterprises 
and the effect of limitations arising from small size. The important 
point is that the problems exist. 


Marketing problems and undermanagement 


Marketing, for example, is an area of weakness in many small manv- 
facturing enterprises. This may be explained in part by the fact that 
many small manufacturing enterprises have been started by persons 
with production or technical backgrounds who have had no experience 
in marketing goods and have little appreciation of the importance of 
marketing to the success of the enterprise. 

In many instances there appears to be a tacit assumption by manage- 
ment that if goods can be produced they will be sold more or less auto- 
matically. Where new products are involved, management may de- 
vote a great deal of effort and money to developing a product and 
tooling up for production, while little or no investigation will be made 
to determine if the new product has any attraction for prospective 
customers. Asa result, too little attention may be devoted to questions 
such as: What is the size of the potential market? How long will it 
take and what will it cost to develop the market? Through what 
channels should the product be marketed? What selling price and 
discount should be established? And, what service will be demanded 
by customers? In particular, management tends to underestimate the 
costs of market development. These costs are often several times as 
great as research and development costs. 

At the same time, because of limited sales volume, small concerns 
do not have the same alternative distribution methods open to them 
as do large concerns. While sales are the result of marketing activi- 
ties, the methods of distribution that can be employed are affected by 
the volume of sales and the number and location of present and pros- 
pective customers. 

For example, a small concern producing a product to be sold to 
widely scattered customers in small lots usually has to rely on manu- 
facturer’s agents or distributors to reach its customers. It cannot 
maintain a full-time, company-paid-and-controlled sales force to call 
on potential customers because too many calls would have to be made 
in comparison to the volume of sales per salesman. In this situation, 4 
concern usually must rely on persons over whom it has little or no con- 
trol for sales. By using agents and distributors the small company 
obtains widespread representation at the expense of control over pro- 
motion and sales efforts. As a result, the small company frequently 
may have little or no direct contact with final customers who use its 
products. The users are really the customers of the agent or distrib- 
utor. If the agent or distributor stops handling the company’s prod- 
ucts, the customers may be lost to the company because the agent or 
distributor merely substitutes another company’s products to supply 
“his” customers. When agents are used the company may have no 
sales organization of its own. When distributors or wholesalers are 
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involved, the company usually has a small sales force to call on dis- 
tributors, but relies on the distributor’s salesmen to call on final 
customers. 

Because of the absence of direct contact with customers, the small 
company may not get the benefit of suggestions or advice regarding 
new or improved products from customers. 

Small companies have a major problem in the initial selection 
of agents or distributors. It is very difficult for management of a 
small concern to find and evaluate properly manufacturers’ agents and 
distributors. 

Even if the agents or distributors selected are good and are coopera- 
tive, the small concern is at a disadvantage on large orders with large 
companies which sell direct to customers. The large concern can make 
price concessions which distributors cannot make. Ordinarily a small 
concern distributing through a middleman cannot compete on large 
orders. 

If a large company wishes to conduct an intensive promotion pro- 
gram it instructs its salesmen and the program is put into effect. A 
small company can ask its representatives to increase their efforts or to 
participate in certain promotional or customer education programs, 
but it cannot be sure the agents or distributors will do what they are 
asked. Further, agents and distributors usually also represent other 
manufacturers and cannot devote their full-time efforts to selling one 
company’s products. 

It hook be pointed out that in some segments of industry large 
concerns may use distributors, either company controlled or inde- 
pendent. In such cases control of sales activities is less of a problem 
because the large company’s line is very important to the distributor. 
Small companies can exercise less control because their product line 
frequently does not contribute important volume to distributors. 

Small companies which sell their products in local and immediate 
regional markets frequently can sell directly because a salesman can 
make enough calls and get enough orders to make direct selling eco- 
nomical. However, even here the small company is at a disadvantage 
with large companies in finding and keeping good salesmen. Com- 
petition is strong for the services of good salesmen. Management in 
a small concern cannot devote the time to finding and hiring salesmen 
that large companies can and do. Frequently the small concern can- 
not offer a prospective salesman as much as a major company in iIn- 
come, security, or prestige of company name. If a salesman is success- 
ful, the small company may lose him to a larger competitor who can 
offer the salesman more money and more chance for advancement. 

There are a number of other ways in which small manufacturing 
enterprises are at a disadvantage with their larger competitors in 
American markets. Small concerns can less frequently take advantage 
of carload rates on rail shipments and must pay more costly less-than- 
carload charges. The relationship between carload and _less-than- 
carload (LCL) charges per 100 pounds by railroads varies widely by 
product but in many instances LCL rates on manufactured products 
are at least 50 percent higher than carload rates and may be 3 or 4 times 
ashigh. Further, carload shipments may have the benefit of special 
commodity rates for which LCL shipments are not eligible. Also, 
when rate increases are granted, a top limitation is sometimes placed on 
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‘arload shipments of particular commodities, a limitation that does 
not apply to LCL shipments of the commodities. Shipping costs 
usually are not as big a problem in local or regional markets since the 
small manufacturer can ship by truck on much the same basis as his 
larger competitor. However, the small concern does encounter the 
problem in national markets. 

Small manufacturing concerns also find their marketing problem 
complicated where they encounter reciprocity policies. Large con- 
cerns which buy important quantities of goods or services expeet 
suppliers to reciprocate and buy from them in return. This is under- 
standable but it puts small concerns at a great disadvantage as they 
are not important enough to suppliers to demand reciprocity. 

Small manufacturing concerns sometimes find that they are at a 
disadvantage where advertising and promotion are concerned ; in par- 
ticular if they sell to industrial users rather than to final consumers 
who can be reached by mediums such as radio or newspapers. Adver- 
tising agencies and the mediums used are geared to serving large ac- 
counts in national markets. Ordinarily the small manufacturer can- 
not afford national advertising and in addition may have difficulty in 
reaching potential customers in regional markets. 

In many small manufacturing concerns a major proportion of sales 
are accounted for by a small number of customers. This greatly in- 
creases risk since the loss of 1 or 2 customers can substantially reduce 
total sales volume. Investors and lenders are reluctant to risk funds 
where there is too much dependence on a very few customers. 

There are two types of small enterprises which because of lack of 
sales organization offer unusual risks for lenders or investors when 
long-term financing is involved. The first is represented by the 
thousands of small manufacturing enterprises organized during 
World War II and the Korean war to produce parts and subas- 
semblies as suppliers or subcontractors to prime contractors with war 
orders or who were themselves prime contractors. In some instances, 
existing concerns disbanded their sales force and converted entirely 
to war production. When defense or Government business is lost, 
these concerns face unusually difficult problems. They frequently are 
equipped and staffed for quantity production of special items but have 
no proprietory products, no civilian markets for what they make, and 
no sales organization. 

A second type are firms which manufacture largely or solely for 
chainstores or other large organizations under private brands. They 
also are in a very risky position. With no sales force and no brand 
of their own, and dependent on one large customer, the concern is ina 
very poor bargaining position regarding prices and profits. 

To sum up, because managers of small enterprise frequently are on 
unfamiliar ground where marketing is concerned and because of the 
difficulty in competing as a small concern in a mass distribution 
economy, it often is difficult for small business management to convince 
lenders and investors that they should risk their money with them, 


Introduction of new products 

If a small company develops or has an opportunity to acquire the 
rights to a good new product, management is faced with a real prob 
lem of how to exploit fully the market potential because of limitations 
inherent in small size. If it introduces the new product it can anticl- 
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pate that it will be copied by larger competitors who, since they are 
organized for mass distribution, may be able to obtain a major share 
of the market. 

Further, although a strong patent position is of relatively greater 
importance to smal] than to large companies, it is more difficult for a 
mall concern to defend its patents. A patent must be adjudicated 
before its worth and coverage can be established and patent litigation 
isa long and expensive process. The product may well be obsolete 
before litigation has been completed. Further, the courts have con- 
istently made a more strict interpretation of what is patentable than 
has the Patent Office. Thus, in any patent litigation it is possible 
that the courts will find that most, if not all, of the claims under a 
patent do not conform to judicial interpretation of patentability. 

As a result, in many instances small companies depend on secrecy 
for protection rather than apply for patents and disclose details of 
the process or product. Yet secrecy offers little actual protection for 
mall companies. Ordinarily, a major concern is able to copy a new 
product or to develop the required process knowledge and, since it has 
greater volume, is better able to take advantage of the economies of 
mass production and manufacture at lower unit costs than the small 
concern. 

The inability of small enterprises to take full advantage of new 
product developments because of limitations in production and market- 
ing capabilities, and the problem of protecting against copying by 
competitors, makes it difficult for management to get capital to finance 
introduction of new products. Thus, in many instances, managers of 
small manufacturing enterprises believe they have more to gain from 
making minor improvements in existing products than from spending 
their limited resources to develop and introduce completely new 
products. 

Problems associated with marketing and technical research 

Another important area where small manufacturing enterprise 
has problems involving both management performance and limitations 
of size is in technical and marketing research. 

Research and development activities are assuming an increasingly 
important role in American industry. Rapid advance in science and 
technology is the outstanding characteristics of the American economy 
today. New products are being introduced to the market and old 
products are being improved and restyled at an ever-increasing rate. 
This has brought with it a concurrent increase in the rate of obsoles- 
rence in existing products. In many instances, small manufacturing 
enterprises have not kept pace with industry trends in research anc 
development. This has increased the danger that their products will 
become obsolete and that small concerns will fall behind in technology. 
Certainly investors have strongly favored concerns active in research 
and development. 

Part of the explanation for the lack of research and development 
activity in small manufacturing concerns is found in management’s 
preoccupation with everyday operating problems. Management us- 
ually does not have the time to spend on the forward planning re- 
quired for research and development. Also, management frequently 
does not understand or appreciate the value of research and develop- 
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ment. Research is all too often considered to be something that big 
companies do. 

At the same time it should be recognized that sales volume great} 
influences a company’s ability to spend for research and development, 
Company-financed research and development expenditures as a per. 
centage of sales vary greatly from company to company and indu 
to industry, ranging from zero to over 10 percent in some highly teeh- 
nical fields still in a developmental stage. Expenditures for research 
and development average between 2 and 3 percent of sales in fields such 
as electrical equipment, professional and scientific instruments, and 
chemicals in which science and technology are important. For indus. 
try as a whole company-financed expenditures average between 1 and 
2 percent of sales. Obviously, in any particular industry a smal] 
concern is less able to spend on research than a larger competitor. 

In practice it costs as much to do a specific laboratory or market re. 
search project in a small as in a large concern. For example, in most 
cases research and development costs for a new product are at least 
$20,000 to $30,000 and often are much greater. When national distri- 
bution is planned, market research on the product usually costs at least 
$10,000 and may be much higher. Further, these estimates do not in. 
clude costs of developing markets once the product is introduced. As 
discussed earlier, market development may entail far greater expendi- 
tures than research and development. Obviously, such expenditures 
for research and development involve greater risks for a small thana 
large company because the expenditure is larger in comparison to the 
small company’s sales. 

It should be emphasized that research does involve a high degree of 
risk. There is no guaranty that either market or technical and scien- 
tific research will result in increased profits. Further, research and 
development on a particular product or process may involve expendi- 
tures over a period of several years with no return and no guarantee 
of future return. Asa result, banks generally are reluctant to make 
loans to small manufacturing enterprises devoting what seems to bea 
high proportion of resources for research and development purposes. 

In many instances small business management complicates its re 
search and development problems by not knowing of or taking ad- 
vantage of information that is freely available to it. Trade associa- 
tions, scientific societies, trade and business journals, and govern- 
mental agencies publish data of great potential value for analyz 
markets and keeping up on technical advances. Also, many smal 
concerns have not taken advantage of relatively low-cost consulting 
assistance available in universities and colleges as well as from estab- 
lished industrial consultants. Actually, a number of universities and 
counsulting organizations have developed special arrangements for 
providing research and advisory service for small enterprises. 

In many cases, the manager of a small manufacturing concem 
may not have the time or the ability to evaluate the profit potential 
of new products or processes. This is one situation where the opinion 
of outside research organizations may be of particular value for its 
objectivity. Actually, management should make at least a pre 
liminary evaluation of market potential before substantial funds 
from any source are invested in engineering research or develop- 
ment on new products or processes. If the proposed product has 
no cost or performance advantages over existing or prospective 
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competing products, such an investigation will prevent the spending 
of large sums of money on lost causes. In any event, provision of 
detailed information regarding the prospect for profits from proposed 
research and development expenditures is of fundamental importance 
when approaching lenders or investors for financing. Unfortunately, 
in too many instances small business management has only intuitive 
judgments of a highly optimistic nature to otter. 


Disadvantages in purchasing 


Purchasing is another function, the importance of which is some- 
times overlooked by managers of small manufacturing enterprises. 
Too little attention may be given to scheduling purchasing so that 
it ties in with production requirements. Further, in some instances 
small concerns do not establish procedures to check adequately the 
quality of materials used in production. Often purchasing is just 
another responsibility for an overworked management. 

Even if management does give special attention to purchasing, small 
enterprises are at a competitive disadvantage in purchasing because 
they frequently cannot buy in sufficiently large quantities to take ad- 
vantage of carload prices or volume discounts. This can be quite 
important. For example, sheets of stainless steel cost approximately 
90 percent more per pound in lots of 50 than in lots of 10,000 pounds. 
Freight costs per pound are greater for small than large orders. At 
the same time, small enterprises cannot afford to buy in large quanti- 
ties and tie up capital in raw material inventories in excess of current 
production needs. When working capital is inadequate, a small con- 
cern may not be able to take cash discounts on its raw material pur- 
chases. ‘This is less likely to be a problem in large companies. In 
addition, a small concern is not an important factor in the market 
and does not have a strong bargaining position as to price or service. 

Actually, a small concern may find itself in the position of buyin 
raw materials from a competitor. This is a result of a trend barranrl 
vertical integration in American industry. Some producers of raw 
materials have added manufacturing and converting activities that 
put them in competition with their customers while other large com- 
panies have integrated back and have acquired control of their raw 
material supplies. Increasingly, large concerns have integrated to 
the point where everything from production of raw materials to the 
sale of the final end product is under one company’s control. 

As a result, the small concern is at a competitive disadvantage since 
the large concern can go after large orders by reducing profit markup 
either on materials or on manufacturing costs. In some industries 
integration has progressed to the point where small enterprises are 
largely restricted to selling to customers whose orders are too small 
for large concerns to bother with or to filling orders for products of 
aspecial nature wanted in small quantities. 


Equipment and production problems 

It is in the administration and control of production that smal] 
business management usually is most effective. The fact that there 
is direct management means that the manager himself knows what 
progress is being made on particular orders or if something has gone 
wrong. Acting directly he can achieve greater flexibility in schedul- 
ing and can quickly take any corrective action needed. 
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As was pointed out earlier, many small concerns are formed by 
persons with production experience, so that the manager usually is gy 
firm ground when production problems arise. The manager may 
actually be able to operate the plant machinery himself and in add. 
tion may have a good personal relationship with his workers becang 
of his direct contact with them. 

Problems in the production area develop mainly where equipment 
and length of production run are concerned, Many small enterprise 
do not have suflicient volume in any one product to be able to tool up 
to achieve the economies of mass production. There is great emphasis 
among machinery and equipment manufacturers on the development 
of special equipment with automatic controls to operate continuously 
at high volume. Such machinery is costly and must have a high 
degree of use in order to pay for itself. Changeover or setup costs 
for such machinery are high and make short runs uneconomical, 
Thus, small concerns ordinarily cannot take advantage of the econo- 
mies such machines offer for volume production and, instead, use 
general purpose machinery which is more flexible in use and mor 
adaptable to short runs and changeover. Furthermore, the small 
concern does not have the capital to tie up in the large inventories of 
finished goods that would result if the production economies such 
machinery offers were to be achieved. 

Thus, even in production, the small manufacturer faces the fact 
that manufacturing in the United States is geared toward mass pro- 
duction, and equipment manufacturers are obviously oriented toward 
supplying the needs of big customers. In many industries produc. 
tion equipment is becoming more specialized and more costly. Ih 
particular, it is difficult for a small manufacturer to compete with 
large manufacturers in product lines where large orders of standard 
products are involved. This has tended to restrict small enterprises 
to their areas of greatest advantage: where sales volume is low enough 
to make mass production and distribution uneconomical, where 
adaptability and ability to give quick service are important, and 
where geographical location gives a small manufacturer a substantial 
cost advantage with customers located nearby. 

Acquisition of new, more costly machinery and equipment repre- 
sents an investment of long-term capital—the kind of financing most 
difficult for the small manufacturing concern to obtain. Equipment 
manufacturers sometimes may finance a small concern by leasing ma- 
chinery or by permitting the concern to pay for machinery in install- 
ments. This results, however, in the small concern having heavy 
recurring fixed cash requirements and increases risk of failure if 
business declines. 

Business cycle risks 

Managers of small manufacturing concerns often face serious f: 
nancial problems when the level of business declines. In some it- 
stances, because financing may have been difficult to obtain, small 
enterprises have expanded on an inadequate capital base. In other 
cases the problem is serious because management has not devoted 
enough attention to planning financial requirements—has not provided 
for adequate financing. In either case, there is likely to be a consid- 
erable dependence on short-term borrowing to supply needed capital. 
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During periods of reduced business activity, these concerns are par- 
ticularly vulnerable to not being able to renew or extend loans. 
Lenders are conscious of risks involved in having loans outstanding 
to small companies in bad times. At the same time, many small en- 
terprises do not have resources or reserve funds available to tide them 
over an extended period of reduced sales volume. 

Because the small manufacturing enterprise frequently relies on a 
few important customers for sales and often customers in a limited 
geographical area, reduction in volume can be sharp and sudden. 

In recent years, there has been a very decided trend toward di- 
versification by American manufacturers in an effort to spread the 
risks of business fluctuations and to reduce dependence on one kind 
of business. The approach frequently followed, that of diversifica- 
tion through acquisition, has resulted in the purchase of numerous 
small concerns by large companies. In other instances, companies 
have diversified by introducing new product lines which resulted from 
research and development programs. Diversification offers the prom- 
ise of increased stability of earnings although this promise has not 
been attained in all cases. For the most part, small manufacturing 
concerns have not diversified but have continued to specialize in a 
relatively limited number of associated or allied products. This is 
understandable as far as diversification through development and in- 
troduction of new product lines is concerned. However, it is possible 
that small enterprises could decrease the risks of specialization and 
of fluctuations in business activity by acquiring or merging with other 
small concerns. | 

When business declines, managers of small enterprises face very 
difficult personnel decisions. The manager knows that if he has to 
lay off personnel he may lose them and their training forever. Hav- 
ing a limited number of employees he quickly reaches the point where 
key personnel are involved. Further, the manager does not have the 
impersonality of big company management. He has a direct personal 
relationship with and feels a responsibility toward the employees 
he may have to discharge. At the same time he cannot afford to keep 
personnel on the payroll when there is nothing for them to do. 


SUMMARY 


It is understandable why many small manufacturing enterprises 
have difficulty obtaining financing. The characteristic combination 
of ownership and centralized direct management control found in 
small enterprise means that the time, energy, and attention of man- 
agement are spread very thin. As a result, in many instances, prob- 
lems do not receive enough consideration and study by management. 
Typically, managers of small concerns want to retain direct, personal 
control and to be succeeded by members of their family. This in 
turn makes it difficult for them to attract good second-line manage- 
ment, and risk from undermanagement and lack of qualified suc- 
cessors is increased. 

Further, management’s problems may be compounded by the dis- 
advantages of small size in an economy characterized by mass produc- 
tion and distribution. In many industries, small enterprises are at a 
disadvantage with large competitors in marketing, introduction of 
new products, research and development, and purchasing. Even in 
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production, perhaps small enterprise’s area of greatest strength, a 
small concern is at a disadvantage in those industries where mass pro- 
duction with specialized, automatic e equipment is characteristic. Also, 
because of specialization, dependence on either a few customers or on 
a limited geographical market, and the sensitivity of lenders to the 
risks of small enterprise, a decline in general business activity creates 
more serious financial problems for managers of small than of large 
companies. 

Thus, generally speaking, financing of small manufacturing enter- 
prise offers greater and less assessable risks to lenders and investors 
than do many alternative investments. The most important factor 
affecting risk—managerial ability—is difficult to evaluate, particularly 
in new or rapidly expanding concerns where there is no record of 
performance to judge. Lenders and investors put great emphasis on 
a concern being well established and having a proven earning record 
extending over several years. Many small concerns cannot meet 
these requirements. 

For all of these reasons, small enterprises generally cannot get 
financing on as favorable a as large companies; in some cases 
funds may be unavailable or available only on terms which are un- 
acceptable to management beleaian of cost or of conflict with objec- 
tives. Further, while proven management ability demonstrated over 
several years of profitable oper ations is the basic criterion used by 
lenders and investors in making investment decisions, it is true that 
considerable weight is given to size. Lenders and investors tend to 
associate large size with security and small size with riskiness. 

For example, there appears s to be general agreement among invest- 
ment bankers as to the minimum size required before an industrial 
company can obtain capital on reasonable terms from the securities 
market. One source sets a minimum size of at least $1 million net 
worth and at least $100,000 annual earnings after taxes.2. A second 
source defines small business “not generally having access to the public 
market” as concerns having annual sales not in excess of $1 million and 
annual earnings before taxes not exceeding $150,000. Further, in- 
vestment bankers ordinarily will not undertake public issues of less 
than $500,000 to $1 million because it is difficult to establish and main- 
tain a market for smaller issues. 

Because small enterprises generally cannot obtain financing on as 
favorable terms as large companies, they are more dependent on earn- 
ings to finance expansion. For this reason, Federal corporate income 
taxes have limiting effects on the growth of small enterprises. It 
should be further noted that the Federal personal income tax law 
discourages the taking of risks involved in financing small enter- 
prise. Even though a high return on investment may be justified 
by high risks, the “extra’ return is subject to progressively higher tax 
rates. Thus, not only is there no preference given in tax “laws to 
income from investments in small enterprise, but the taking of such 
risks is discouraged. 

While these are typical obstacles to the financing of small mant- 
facturing enterprises they obviously do not apply to all small manu- 


2 George J. Leness et al., New Money for Business (McGraw-Hill, 1956), p. 5. 
* Equity Capital for Small Business Corporations (memorandum prepared by Small Busi- 
ness Committee, Investment Bankers Association of America, August 1955), p. 5. 
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facturers. As has been dicussed, smaller concerns do have the advan- 
tages of greater flexibility and adaptability. They frequently are able 
to give quicker service and perform better on special orders than 
their larger competitors. Small concerns also may have an advantage 
over large ones when market demand is not great enough to permit 
mass production and distribution. Having less management, the small 
concerns may well have comparatively lower overhead costs than large 
companies. 

Further, in many instances owenr-managers of small enterprises are 
willing to accept terms which provide for participation by lenders and 
investors in determination of policies, approval of major expenditures, 
and similar limitations on control, and such enterprises can and do 
obtain the financing they need. Some investors in high-income-tax 
brackets actively seek opportunities to invest in capital stock of small, 
rapidly growing enterprises. The potential appreciation over a period 
of time in market value of such stocks has great attraction since profit 
on the sale of the stock is taxed as a capital gain rather than as income. 

In spite of the many obstacles they encounter, there are numerous 
successful small manufacturing enterprises in the United States. 
However, their success should be considered a tribute to the resource- 
fulness and ability of their management rather than evidence that there 
isno small financing problem. 





16. STATE DEVELOPMENT CREDIT CORPORATIONS ! 
INTRODUCTION 


State development credit corporations are unique private financial 
institutions with the public interest purpose of using financing to 
develop the economies of their States. They supply funds which 
the recipient concerns are unable to obtain from conventional financial 
sources. Other specialized organizations which have the same gen- 
sxral developmental purpose include local or community industrial 
foundations and State credit authorities. The local foundations are 
generally also private institutions but have different organizations 
and operating methods.? State credit authorities differ from State 
development credit corporations in that they are public agencies 
which use public funds in their developmental work.® 

This study analyzes State development credit corporations with 
special reference to small-business financing problems. It should be 
emphasized that this is not an appraisal of the effectiveness of devel- 
opment credit corporations in carrying out the main function for 
which they were especially chartered, that of developing the econ- 
omies of their States. Most of the discussion here will center on 
the lending function. The credit corporations, however, view their 
activities as more than lending operations. Loans are looked upon 
as a development tool. For example, a credit corporation loan usually 


1 By Paul S. Anderson, Federal Reserve Bank of Boston. 

Paul S. Anderson, assistant financial economist, Federal Reserve Bank of Boston. 
Master of business administration, University of Minnesota, 1948; doctor of philosophy 
University of Minnesota, 1957. Chief articles and publications: Master’s thesis, Postwar 
Changes in Corporations’ Financial Flows (a study of the effect of the repeal of the excess 
profits tax on corporate fund flows); doctor’s thesis, Empirical Tests of the Acceleration 
Principle (a study of plant and equipment investment); Wartime and Postwar Credit 
Demands of Large Corporations, Federal Reserve Bulletin, July 1953, pp. 704-718; New 
England Institutional Investors Show Postwar Expansion in Assets an Employment, Fed- 
eral Reserve Bank of Boston Monthly Review, February 1956; (with Paul B. Simpson) 
Liabilities of Business Failures as a Business Indicator, Review of Economics and Sta- 
tistics, May 1957, pp. 193-199. 

2 Several thousand communities in the Nation have formed local industrial development 
groups to expand and diversify employment opportunities in the community. Their activi- 
ties include constructing and buying industrial plants for lease or sale, buying and he 
ing industrial sites for sale at or near cost to industry, making loans and investments in 
manufacturing concerns, gathering and dessiminating economic data for the area, providing 
counseling services, and acting as intermediaries between industry desiring funds and 
financing agencies. Their chief efforts go toward aiding new industries to move into the 
community, but they also aid existing local concerns, many of which are small, to expand 
and help new firms get started. The Office of Area Development of the United States 
Department of Commerce is preparing for publication an extensive report on community 
industrial development corporations and foundations. 

A large part of the funds of foundations are obtained through sales of capital stock; 
other sources include donations, municipal grants, and borrowing. The funds are used 
mainly in the preparation of suitable facilities for lease to industrial concerns. Most of 
the businesses being aided would be classified as small businesses, but frequently the 
incoming unit is a branch of a large manufacturing corporation. 

In the New England States, several of these local foundations have borrowed funds from 
State development credit corporations. A typical financing pattern is for the local founda- 
tion to supply the “bottom” 20 percent of the cost of a plant in the community and take 
the ownership position, the State credit corporation supplies the next 20 to 30 percent 
on a second mortgage while an insurance company or bank supplies 50 to 60 percent ona 
first mortgage. A working capital loan may also be supplied by a bank. 

*Four States, New Hampshire, Pennsylvania, Maine, and Arkansas, as well as Puerto 
Rico, have recently passed laws establishing State credit authorities, which use State funds 
to promote industrial development. The funds may be used in various ways, depending 
on the specific statute: to construct industrial parks, to lend money to local industrial 
foundations which are planning to build industrial facilities, to insure mortgages of local 
industrial funds up to 90 percent of project costs, and also to buy bonds of State develop- 
ment credit corporations. 
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brings forth other funds from conventional sources so the develop- 
ment benefit is viewed as multiplied. In addition, a loan is a way 
of directing management counsel to businesses which may be having 
mangement difficulties but which would not seek managerial aid 
directly. Finally, a business showing promise may be able to grow 
faster with the aid of the additional funds and contribute more to 
the State’s economy. 

Fourteen States have passed legislation authorizing development 
wedit corporations. This analysis will be based almost entirely on 
the experiences of the five active New England corporations. ‘These 
have been in operation the longest. Available information on the 
New York and North Carolina credit corporations indicates that 
their operating patterns are quite similar to those of the New England 
corporations. 

GENERAL BACKGROUND 


State development credit corporations were established primarily 
for the purpose of aiding the States’ economies by increasing em- 
ployment through the developmental use of a specially created pool 
of private funds.* Financing of small business is not an explicit aim 
of these corporations, but most of their financial aid has gone to the 
smaller businesses, in part because they are the concerns that are most 
likely to seek the type of financial assistance offered. 

The first State development credit corporation was organized in 
Maine in 1949. In following years, corporations were organized in 
other New England States—New Hampshire in 1951, and Massa- 
chusetts, Connecticut, and Rhode Island in 1953. The New York and 
North Carolina corporations were chartered in 1955. In all, about 28 
States have taken some action with respect to such organizations. 
A listing may be found in appendix A. 

The active corporations cats very similar organizational struc- 
tures. They are chartered by special acts of the State legislatures 
which give them their powers, enable State regulated financial insti- 
tutions to become members, and grant exemption from State income 
laxation. After organization, capital stock is sold, mainly to non- 
financial institutions and individuals. This capital serves the usual 
function of an equity base and also provides loan funds to the cor- 
prations. The second and major source of funds is loans from fi- 
uncial institutions which become members. Membership involves 
pledging lines of credit to these corporations, with the amount of 
the ine determined by the member’s capital or similar amounts such 
8 reserves. Commercial banks, for example, pledge themselves to 
make loans on call up to 2 or 2% percent of capital and surplus. 


‘The charter of the Massachusetts corporation states: ‘“The purposes of the corpora- 
tion shall be to promote, stimulate, develop, and advance the business prosperity and eco- 
tomic welfare of the Commonwealth of Massachusetts and its citizens; to encourage and 
wsist through loans, investments, or other business transactions, in the location of new 
wusiness and industry in this Commonwealth and to rehabilitate and assist existing busi- 
tess and industry; and so to stimulate and assist in the expansion of all kinds of business 
utivity which will tend to promote the business development and maintain the economic 
stability of this Commonwealth, provide maximum opportunities for employment, encourage 
thrift, and improve the standard of living of the citizens of this Commonwealth ; similarly, 
corporate and act in conjunction with other organizations, public or private, in the pro- 
motion and advancement of industrial, commercial, agricultrual, and recreational develop- 
tents in this Commonwealth; and to provide financing for the promotion, development, 
ind conduct of all kinds of business activity in this Commonwealth.” 





338 FINANCING SMALL BUSINESS 


As the corporation makes loans, it calls on members for funds 
Most corporations have a legal or self-imposed ratio. of borrowings 
to capital funds of about 8 to 1. At the end of 1957, the 5 New Eng. 
land development credit corporations had 310 members with lines 
of credit pledged to a total of $16.8 million. 

Directors are elected by the stockholders and members (creditors) 
with members generally choosing two-thirds of the total. The direc. 
tors elect officers. The chief administrative officer may be a president, 
vice president, or manager. The organizational structure of credit 
corporations allows them a great deal of flexibility in meeting new 
problems and in responding to variations in local and regional needs, 

Up to December 31, 1957, the 5 New England corporations had 
extended about 230 loans totaling $14 million. Outstanding loans at 
year end were $8.7 million. About one-fourth of the loans have been 
repaid in full. Four of the New England development credit corpo- 
rations have shown modest operating book profits. In all these in. 
stances, the entire profit has been gllocated to the reserve for bad 
debts. Five loan losses totaling about $70,000 have occurred, 4 of 
them during 1957. The loss ratio is only 0.5 percent, but favorable 
economic conditions have generally prevailed since these corporations 
were set up, so this loss ratio should not be considered indicative of 
future prospects. Organizational and operational data for the five 
New England corporations, as well as for the New York corporation, 
are summarized in appendix B. 

While State development credit corporations have the organiza- 
tional structure of profitmaking corporations, they are more accu- 
rately described as nonprofit institutions. Dividends are allowed by 
the charters, but none are currently contemplated and stock pur- 
chases are considered donations rather than investments. The men- 
ber financial institutions donate free services and make credit exten- 
sions at less than market rates. While profits are not a goal, credit 
corporations strive to have operating income cover their lower than 
strictly competitive costs so that the safety margin of capital is not 
diminished. 

CHARACTERISTICS OF BORROWERS 


A business concern may formally apply for a credit corporation 
loan only if it cannot obtain enough credit from conventional sources, 
which in practice usually means commercial banks. Most applicants 
could have obtained a certain amount of credit from conventional 
sources, and in many cases have done so, but there must be evidence 
of a rejection by conventional sources of the loan which is requested 
from the credit corporation. While most credits granted by these 
corporations are undersecured according to conventional standards, 
the borrower himself may be “A-1” for another amount or type of 
loan. 

For descriptive purposes, concerns borrowing from credit corpor- 
tions can generally be placed in 1 of 3 broad categories. The first 
consists of those concerns which are profitable, have good prospects, 
and are planning to expand. To obtain the type of facilities which 
would accommodate the volume of operations they hope to achieve, 
they need more financing than they can obtain from conventional 
sources. The second general category includes concerns which will 
begin operations in a community if there are suitable plant facilities 
Credit corporations will often grant credit to provide the facilities 
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in such cases if the area has surplus labor. Frequently such credit 
ig extended in conjunction with a local industrial foundation. A 
third category of borrowers includes concerns in a marginal status 
hich will probably discontinue operations unless they are strength- 
ened. Credit corporations assist such concerns if there is a prospect 
that the additional funds will put the concern into a sustainable oper- 
ating position. 

The substandard characteristics of typical borrowers from credit 
corporations can be described by use of the conventional loaning termi- 
nology of the three “c’s”—character (moral reputation of the bor- 
rower) ; capacity (experience, know-how, and earnings ability of the 
borrower ) ; and capital (ability to provide asset protection in the form 
of adequate collateral). A credit corporation borrower must have a 
reputation for character and honesty and meet bank standards in this , 
respect. He is not required, however, to meet bank standards with 
regard to earnings ability or with regard to capital and collateral. 

Overall earnings records of credit corporation borrowers are not 
available. ,Some indication of their capital adequacy is suggested by 
the collateral underlying the loans they have obtained as shown in 
table 1. The fairly extensive use of second mortgage collateral is the 
most striking departure from the collateral arrangements usually 
used in bank lending. National bank laws, for example, do not allow 
second mortgage loans. In many cases, moreover, the first mortgage 
collateral is on old property and would probably not meet bank 
standards. In addition, loans may be made on first mortgages up to 
80 or 90 percent of market value of the security, well above the loan 
percentage granted on commercial property by commercial banks. 
Machinery and equipment are used by banks as loan collateral but 
credit corporations may grant a larger loan against the same collateral 
than banks would. In addition, equipment loans of the corporations 
generally carry longer maturities than do similar bank loans. 


TaBLE 1.—Outstanding loans, by type of security, Sept. 30, 1957, New England 
credit corporations 








Amount Percentage 
(thousands | distribution 
of dollars) 





| 
| 


men mberteaes..........<.- ptieuattueiee eae j 7 2, 893 
SGD. oc acaccesass<cceccue rr 1, 858 


Total mortgages -- - : saan 4, 751 
Machinery and equipment. - patouwieetie bees 3, 182 
Promise of nonpledge of any assets for other loans....-- mee 400 
Inventories ; : i hie Kcdkaktndombea ea 48 
Life insurance... ._-.---- oe geek fies isz : ee 27 
Unsecured... ...---- 5 base os ; oles 22 


_ p83] 88 
“100 ow 


| eoeom 


Total loans--_- 


3 
o 
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Source: Federal Reserve Bank of Boston. 


Undercapitalization of credit corporation borrowers seems quite 
clearly indicated by the loan collateral listing. The use of second 
mortgages as well as first mortgages on depreciated properties suggests 
that capital or net worth, the margin between asset value and debt, 
isthin. The duration of the undercapitalization, whether it has al- 
ways been characteristic of the concern, or has been caused by a succes- 
sion of losses, or has resulted from one misfortune of an accidental 
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nature, cannot be determined, however, without individual firm studies, 
In some cases undercapitalization apparently resulted from a cop. 
cern’s desire to expand more rapidly than it could build up its capital 
base. 

A concern’s problems of undercapitalization and low e: arnings 
ability are generally not remedied quickly. Progress toward a more 
adequate capital base, especially, takes time since it depends mainly 
on retained earnings. Consequently, funds which are intended to 
assist the concern in strengthening its capital and operating positions 
should be available for a long period. Short-term funds may enable 
the borrower to meet specific crises, but at repayment its basic position 
would probably be much the same as before the loan. 

Credit corporations provide loans for fairly long terms. Less thay 
10 percent of the number and amount of loans of New England credit 














corporations are for less than 5 years (table 2). Most loans fall in 
the 6- to 10-year maturity range. 
TABLE 2.—Loans outstanding by original maturity, Dec. 31, 1957, New England 
credit corporations e 
4 Ee: re eee eid dalla 
Number Amount 
Original maturity | rt te tts kes ee ett ee 
| Percentage Actual Percentage 
Actual | distribu- (thousands distribu- 
tion of dollars) tion 
sbieiieSpceect aad TE oO 
Under 5 years 15 | 9.0 | 640 7.4 
5 years 46 27.5 2, 324 %6.7 
6 to 10 years 92 55.1 5, 065 58.9 
Over 10 years- -- : 14 | 8.4 674 17 
All maturities pad miss. 2525. 167 100. 0 | 8, 703 3 100.0 





Source: Federal Reserve Bank of Boston. 


Almost all credit corporation borrowers are manufacturers. This 
reflects the view that the income generation of such corporations will 
contribute most to economic activity in the region. The loans are 
widely distributed among manufacturing groups, as shown in table 3. 


TABLE 3.—Loans approved to Dec. 31, 1957, by industry, New England develop- 
ment credit corporations 


[Dollars in thousands] 





Industry | Number Amount 














Manufacturing: 
Fabricated metals ; ancl | 33 | $2, 977 
Machinery. - : : | 25 1, 375 
Textiles 25 | 1,38 
Lumber. -_-.....--- s eae ‘ aes 24 | 435 
Leather. .....--- : ie | 20 | 1,387 
Chemicals. | 20 | 1,18 
Food. : m bea ‘ sm=of 19 | 2, 2483 
Paper ( including containers) --- ; : a Sustainable 16 | 1, 625 
Electrical machinery and instruments. ae 16 1, 278 
Printing... meee Aida pins ale tae titll 10 1, 275 
Multipurpose industrial parks. ; | 7 1, 835 
Furniture- iis F patihindgaclhndibe bbe | 7 286 
Primary metals_. . 5 | 595 
Apparel. . ‘| 5 ® 
TE i 4 21 908 
Total manufacturing. . - b tees dee See pet pee ee ‘ | 253 | 18, 843 
Nonmanufacturing._-_- 5 eae ele ee ee ad 10 | " 
I I ee | 263 19, 270 





Source: Federal Reserve Bank of Boston. 
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Credit corporation borrowers tend to be among the larger small 
businesses. Table 4 shows the percentage distributions, by employ- 
ment size, of borrowers from the five credit corporations in Maine, 
New Hampshire, Massachusetts, Rhode Island, and Connecticut, and 
of manufacturing establishments in the same States. While half of 
the manufacturing establishments in these States are in the 0 to 9 
employees size group, less than a fifth of credit corporation loans are 
to concerns of this size. On the other hand, although only about one- 
fifth of the manufacturing establishments have 50 or more employees, 
nearly one-half of credit corporation loans have gone to concerns in 
this size group. Other aspects of borrower size will be analyzed fur- 
ther in subsequent sections. 

TaBLE 4.—Distribution of borrowers from development credit corporations and 
of all manufacturing establishments in New England, by employee size 


[Percent] 


| Borrowers All manu- 
from devel- facturing 

Number of employees opment establish- 
credit cor- ments in 

porations to New Eng- 

June 30, 1957} land, 1954! 


38 | 5 
16 14 
19 15 
21 
14 


12 


Oto 

10 to 19 

D to 49 

& to ¥Y 

100 to 249 
250 and over 


All sizes 


1 Excluding Vermont, which had no credit corporation on June 30, 1957. 


Source: Federal Reserve Bank of Boston and U. 8. Census Bureau, Census of Manufacturing, 1954, 


Among other characteristics, about 10 percent of borrowers from 
New England credit corporations were relocating from outside the 
State, 7 percent were new businesses, and 5 percent were manufactur- 
ing products which would be considered new or innovational. All 
these percentages probably are higher than the percentages of such 
types of concerns to the total business population. Most of the bor- 
rowers—19 out of the New England total of 27—relocating from out- 
side the State were in New Hampshire and Maine. Since 1950 these 
two States have had unemployment rates well above those of other 
New England States and the Nation. In addition, they have had 
manufacturing facilities available as a result of the closing of textile 
mills. Credit corporation loans were a factor in the utilization of 
this surplus labor and plant space. 


ANALYSIS OF OPERATING DETAILS 


Credit corporations have developed their own special operating 
procedures. Their experience sheds light on the general problems of 
extending credit to small borrowers, including those falling into the 
substandard category. 

The New England credit corporations have small staffs, ranging 
from only 2 in New Hampshire to 5 in Massachusetts. Many of the 
necessary operations of these corporations are performed without cost 
by stockholders, members (creditors), and others. These corpora- 
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tions were begun by vounteers and organizational expenses were kept 
at a minimum. When financial institutions join the corporations 4g 
members, they automatically grant lines of credit so there is little 
expense in arranging for funds. 

The credit corporations do not have advertising budgets. They 
depend on referrals by banks for most of their business. Free pub- 
licity from newspapers, business publications, and other sources also 
encourages applications. . 

Upon receiving an application, the staff of the credit corporation 
makes a credit investigation. Very likely they will receive free 
assistance in the investigation from bank members. If the appli- 
cation appears to have merit, it is referred to the board of directors 
or loan committee which serves without fee. 

Despite such “outside” ba credit corporations have not handled 
a large number of loans. Volume operations are not possible because 
every credit corporation loan is a special situation. A loan “deal” 
often involves a financing package which includes a senior loan from 
a bank or insurance company and negotiations necessarily are time 
consuming. In addition, the rejection rate is high with over half of 
formal loan applications turned down. 

Since credit corporations cannot engage in volume operations, as 
can a mortgage or consumer loan department in a commercial bank, 
they must keep their average loan size fairly large if interest income 
is to cover their lower than strictly competitive, operating costs. 
Loans made by the 5 New England corporations up to June 30, 1957 
averaged $77,000. In comparison, the loans of first district member 
banks to manufacturers outstanding on October 16, 1957, averaged 
only $47,000 according to a recent business loan survey made by the 
Federal Reserve System. While the commercial banks make much 
larger loans than do credit corporations, they also make many small 
loans (table 5). Loans by the Federal Small Business Administra- 
tion to New England manufacturers have about the same size dis- 
tribution as credit corporation loans. First district member bank 
loans show a heavy concentration, by number, in the smallest size 
group. 


TABLE 5.—Loans to manufacturers in New England, by size, development credit 
corporations, Small Business Administration, and 1st district member banks 


[Percentage distribution of number of loans] 





| 
Loans made Loans out- 





ss odie __| standing, Ist 
district 
Amount of loan (in thousands of dollars) Development Small member 
credit Business | banks, 


corporations, | Administra- | Oct. 16, 1957 
1949-57 tion, 1953-57 | 








OO Gc aan stan : a (ciel oil ini emetene nino 15 13 | 53 
10 to 24.9____ : Zz beaeuibeskadgsasctsesae 26 29 19 
25 to 49.9____ Cel inctlawippebusdinp ahabeset 20 24 12 
OP 00 Pi ketosankcao=- ; Seca hdaaa meee 20 22 7 
100 to 249.9____ ie EAS Lib L dss. ates dese 14 10 3 
250 and over-. sceame 5 2 6 

SOR ir ekntd baicisigesanae sacl Rca Rae 100 100 100 





Source: Federal Reserve Bank of Boston, Small Business Administration. 
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A more direct picture of the limits within which credit corporations 
operate is given by their income statements. Shown in table 6 are 
comparative 1957 income statements for the five New England corpo- 
rations, with the income and expense items shown as percentages of 
the average amount of ontstanding loans during 1957. 


TaBLE 6.—Ratio of income and expense items to adverage outstanding loans, 
1957, New England credit corporations 


[Percent] 


Item Maine New Massachu- Rhode Connect- 
Hampshire| setts Island ! icut 


6. 
1. 


Net interest income - -- 
Operating expense eee 





Net operating income 


! Year ending Apr. 30, 1957. 
Source: Federal Reserve Bank of Boston. 


Income as a percentage of average outstanding loans varied little, 
ranging from 6.2 percent in Maine and New Hampshire to 7.1 percent 
inConnecticut. Most of these corporations began with a flat 6-percent 
lending rate, but have raised it either by adding a 1-percent service 
charge for the first year or by specifying a set spread of 2 to 3 percent 
between the rate charged on loans and the prime rate. The Rhode Is- 
land corporation has a flexible rate, and the maximum thus far has 
been 12 percent. 

Interest expense as a percentage of outstanding loans varied widely, 
reflecting differences in rates paid on borrowing from members, 1n 
ratios of borrowed to total funds, and in ratios of outstanding loans 
toborrowings. Loan funds, however, are generally obtained at below- 
market rates of interest. Credit corporations paid a flat 2 percent on 
borrowed funds in Maine and New Hampshire, a negotiated rate ap- 
proximately equal to the prime rate in Rhode Island and Connecticut, 
and a rate one-fourth of a percentage point above the prime rate in 
Massachusetts. Very recently, the board of directors of the Connecti- 
cut corporation lowered the rate paid on borrowed funds to a level 
one-half of a percentage point above the Federal Reserve discount rate. 
The Rhode Island corporation had a high interest cost because it used 
part of its own funds for constructing plants for future sale or lease. 

Variations in interest-cost rates were reflected in net interest income, 
the amount available to cover operating expenses. Net interest in- 
come as a percentage of outstanding loans was highest in New Hamp- 
shire and Maine, with 4.7 and 4.3 percent, where interest costs were 
lowest. 

Except for Rhode Island, operating-expense rates varied from 1.4 to 
2.1 percent. As would be expected, operating-expense rates were asso- 
ciated with average loan sizes—the Massachusetts corporation had the 
lowest operating-expense rate, 1.4 percent, and the highest average 
loan made, $143,000; in other States, except for Rhode Island, loans 
made averaged about $33,000 and expense rates averaged 1.9 percent. 
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Despite some free services av ailable to them, lending costs of credit 
corporations are higher than those of conventional financial insti- 
tutions because most of their loans are problem cases. Commercial 
banks usually consider about 0.5 percent as the average lending cost 
for business loans. Insured mutual savings banks, whose mortgage 
loans are almost all small, had a total operating- expense rate of only 
0.7 percent of earnings assets in 1956, and this includes the cost of 
servicing savings accounts.® 

The operating positions of all corporations except Rhode Island 
improved in 1957 as compared to 1956. The other four corporations 
had net operating incomes in 1957, and it is anticipated that the full 
amounts will be added to reserves for bad debts. ‘These corporations 
intend to build up their tax-free reserves to at least 20 percent of 
outstanding loans. At present, these reserves vary from less than 1 
to 4 percent of outstanding loans. 


PROBLEMS OF DEVELOPMENT CREDIT CORPORATIONS 


The development credit corporation in its charter is given the unique 
function of using a pool of funds to stimulate a State’s economic pros. 
perity. It is entrusted with “seed” mone y to encourage other in- 
vestors. With careful management, the original funds are expected 
to expand to a sizable revolving fund for continued reinvestment. 

In this process, the corporations are challenged to allocate their 
resources among competing needs. The problems of allocation involve 
decisions on which use of funds will create the most employment and 
which borrowers to aid first. The problems of management include 
questions of how much interest they should charge borrowers and how 
much interest they should pay their members. If the corporations 
prove successful, they are then faced with the problem of enlarging 
the funds available for further economic development efforts. 


Effective USE of funds 


State development credit corporations can stimulate employment 
in at least four different ways. They may buy stock in small and 
new businesses (although this is prohibited by some charters). They 
may make long-term loans on risky collateral. They may build or 
buy property to be leased or sold to businesses whose operation would 
create jobs. They may provide funds to other development groups 
to use in their development programs. 

So far, purchase of stock has been avoided because the corporations 
funds would be tied up with no dependable cash inflow or turnover. 
Direct investment in property for sale or lease has been made spar- 
ingly. While the credit corporations have worked closely with 
other development agencies, they have generally found it desirable 
to make any financing arrangements directly with the borrower. 

The great preponderance of credit corporation activity has been in 
long-term loans to manufacturers. In some instances the special cir- 
cumstances of a specific community or the program of a local develop- 
ment group have led to loans to nonmanufacturing concerns, but these 
have been exceptions. The boards of directors have decided that 
financing should concentrate on manufacturing activities. At a later 





5 U. S. Federal Deposit Insurance Corporation, Annual Report, 1956, pp. 138-139. 
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date, the corporations may well turn to financing other employment- 
creating activities. At present, however, the directors feel that the 
number of jobs created or saved is largest if the loan is to a manu- 
facturer. As shown in table 2, most loans have gone to manufac- 
turers in light industries rather than to those where a large fixed 
investment is required. 

Credit corporations have not directed their lending toward any 
particular sized business. While most of their borrowers would be 
classified as small businesses, they are among the larger concerns in 
the small-business population. This may be a result of the desire to 
promote as large an additional amount of employment as possible by 
use of loans. As shown in table 7, the ratio of jobs to loans is signi- 
ficantly higher for the larger loans. Although this does not prove 
that the larger loans created or saved more jobs than the smaller loans 
such a unite seems likely. 


Taste 7.—Comparison of size of borrower and size of loan, New England 
development credit corporations * 


Averages per borrower 
Number of 
employees 
Estimated Amount per $10,000 
Borrower size (number of employees) number of of loan of loan 2 
employees (thousands 
of dollars) 


(3) 





250 and over... 





1 All concerns receiving loans to June 30, 1957. 
? Col. (1) divided by col. (2), multiplied by 10,000. 
3 Average number of employees cannot be estimated. 


Source: Federal Reserve Bank of Boston. 


Operating expenses as a percentage of loans increase as loan sizes 
decrease. A significant move toward smaller loans would adversely 
affect the income of these corporations. This could be counteracted, 
of course, by charging a higher rate on such loans. 


Interest rates 

The important question of what rates should be charged borrowers 
dntinnally confronts credit corporations as it must arise for any 
privately financed agency operating in the marginal credit area. 
There are two aspects to this question. On the one hand is the ques- 
tion of whether the rates being charged by the credit corporations 
fit into the pattern of interest rates developed by the free operation of 
our economy. On the other hand is the question of whether lending 
rates are high enough in relation to borrowing costs to provide an 
operating margin broad enough to support the corporation’s activities. 

One standard for an appropriate interest rate is that every business 
operation should “pay its own way.” Credit corporations have gener- 
ally covered their operating costs but they have had some free services 
provided to them and they have not met the going market rates with 
regard to borrowing from member institutions and returns on capital 
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stock. Borrowing rates on risks comparable to credit corporations 
would exceed the prime rate, probably by 1 or 2 percentage points at 
the minimum. No return has yet been paid to stockholders of credit 
corporations and there is little likelihood of dividends in the future, 
Therefore, according to the full-cost principle, credit corporation 
lending rates should be higher than at present. 

How does the 6- or 7-percent rate paid by borrowers from credit 
corporations compare with rates paid by borrowers from other insti- 


tutions? According to business loan surveys, commercial banks . 


charge rates substantially exceeding 6 or 7 percent to borrowers whose 
credit ratings almost by definition are higher than those of credit cor- 
poration borrowers. Some banks have set up small-business loan 
sections in their installment loan departments and charge discount 
rates of 5 or 6 percent, or about 10 or 12 percent simple interest annu- 
ally. Commercial finance companies, which lend predominantly to 
small manufacturers and wholesalers, but usually make short-term 
advances on accounts receivable or equipment loans up to 5 years, 
charge rates of 12 to 14 percent, and even 24 percent, annually. While 
part of this charge represents investigating and processing costs, 
especially on accounts-receivable loans, part represents risk and servic- 
ing costs. 

Another approach in making comparisons is to consider credit cor- 
poration loans as partly equity and partly loaned funds. This is 
appropriate, since their borrowers generally lack adequate capital and 
thus credit corporation funds substitute for the capital deficiency. 
Among large industrial corporations, equity accounts for at least 
three-fourths of total long-term funds, and borrowing for only one- 
fourth. Equity funds through stock sales cost from 12 to 16 percent 
before taxes—the after-tax earnings-price ratio is 6 to 8 percent— 
while borrowed funds (Aaa bonds) cost 4 to 5 percent, again before 
taxes. Thus a representative slice of long-term outside funds (three- 
fourths stock and one-fourth bonds) costs from 10 to 13 percent. 
Even if a 50-50 equity-to-debt ratio is used, the average cost is still 
8 to 10 percent. For smaller corporations, such costs would be sub- 
stantially higher. 

Finally, there is a broader aspect of the rate problem which is con- 
nected with the working of a free economic system. Loanable funds 
are a scarce resource, and in a free competitive economy they are 
allocated according to yield in relation to safety. The highest yield 
can be bid by borrowers who can make the most effective use of the 
funds. Funds, and the resources they represent, put to one use are 
removed from some other use. For example, when the Government 
borrows from banks and the capital market and uses the funds for, 
say, small business financing, some other potential borrowers in the 
economy are denied the use of these funds. 

In an expanding economy such as the United States, a credit ration- 
ing device in the form of interest costs that cuts off some would-be bor- 
rowers is an essential part of our free-enterprise system. Variations 
from the market-determined pattern of interest rates interfere with 
the operations of a free-enterprise system. 


Computed from composite balance sheet in Financing of Large Corporations, 1951-55, 
Federal Reserve Bulletin, June 1956, p. 586. 
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While the case for unsubsidized rates for credit corporations is 
strong, obstacles are encountered in actual application. There is 
some feeling that loan rates should not go much above 6 percent; cer- 
tain State laws reflect this feeling. In 1949 and 1953, when the credit 
corporations commenced operations, a 6-percent rate was relatively 
higher in relation to comparable rates than at present. In addition, 
credit corporations operate in the same area as the Small Business 
Administration which lends at 514 to 6 percent. ; 

Most credit corporations have exceeded the traditional 6-percent 
ceiling on loans although some have done it indirectly by adding a 1- 
percent service charge the first year. The Rhode Island corporation, 
whose rates vary with specific cases, has found some borrowers quite 
willing to place subordinated debentures at 12 percent. Some other 
corporations sell capital stock of their corporations to the borrower, 
whenever possible, as part of the lending operation, and this in effect 
represents a higher lending rate. There appears to be little problem 
in acceptance by borrowers of some upward flexibility in rates. _ 

A rather modest increase in lending rates of credit corporations 
would improve their operating positions substantially. For most cor- 
porations, net interest income, which is income less borrowing cost, 
ranges from 3 to 5 percent of loaned funds. A 1 percentage point 
rise in lending rates would increase net interest income by about one- 
fourth. The additional income would be most helpful for expanding 
operations, for increasing reserves, or for attracting additional funds. 

An alternative technique of expanding the operating margin is to 
increase the subsidy element by lowering the interest rates paid on 
credit corporation borrowings. The reflect the public-interest nature 
of their support of development credit corporations, the member 
institutions in Connecticut and New York have recently accepted 
lower rates on their loans to the credit corporations. The New York 
corporation lowered its interest cost on borrowed funds from 414 to 
314 percent. The Connecticut corporation lowered its cost from 
the then-existing prime rate of 414 to a level one-half percentage point 
above the Federal Reserve discount rate, making the current (March 
1958) borrowing rate 234 percent. 

The interest rate problem is obviously a difficult one. The appro- 
priate lending rate may evolve in time out of the operating experience 
of credit corporations. An adequate lending rate would reduce the 
subsidy element in making funds available to marginal borrowers. 


Increasing financial resources 


Funds available to credit corporations may be limited by an inade- 
quacy of either capital or credit. Usually a ratio of about 1 to 8 is 
maintained between capital accounts and borrowings from member 
institutions. There has as yet been no shortage of borrowed funds 
for the New England corporations. Several corporations cannot 
utilize their pledged lines of credit fully, however, because of insuffi- 
cient capital funds, since borrowed funds already are about eight 
times capital and surplus. In these cases, further expansion depends 
on additional sales of capital stock, which is probably the chief im- 
mediate problem facing these credit corporations. 

In general, future growth depends on availability of additional capi- 
tal and larger pledged lines of credit. As these corporations are now 
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operated, funds cannot be attracted by dividend payments or increased 
interest rates. Therefore, these corporations have to depend on their 
ability to obtain increased support on the basis of the public interest 
nature of their activities. 

Current and potential membership is shown in table 8. Commercial 
banks have the highest percentage of potential membership—55 per- 
cent by number and 73 percent by amount of credit lines. Most of the 
larger commercial banks are members. The membership percentages 
are quite low in the cases of savings banks and insurance companies, 
Part of the difficulty in enrolling insurance companies has been their 
feeling that they are nationwide, rather than statewide institutions, 


TaBLe 8.—Actual and potential membership of New England development credit 
sate datniianeseil Dec. 31, 1957 


7 nae 


Number of members Credit line pledged 





Type of institution : 
Actual as 
Potential ! | Actual percentage 


| of potential | 


Actual as 
Potential!| Actual | percentage 
| of potential 





| 





- Di tumatieh amie 
\_ ee 


Commercial banks.- 378 











| Thousands | Thousands 
209 | 55 $14, 183 | $10, 351 | 73 
Savings banks -- : 342 77 | 23 | 8, 881 | 2, 541 29 
Insurance companies .-_..- 77 15 | 19 | 15, 116 | 3, 819 25 
All other institutions. -.-- all 245 9 | 4 164 76 | 4 
All eligible institutions __| 1, 042 | 310 30 | 38, 344 16, 787 43 





1 Partly estimated. 


Source: Federal Reserve Bank of Boston. 


While the potential number of additional members is large, the 
actual increase in the last several years has been fairly small. The New 
E ngland corporations had a net increase of only 12 members—from 

298 to 310—in the 2 years ended December 31, 1957. 

Other possible methods for raising funds for new loans include 
retaining net operating profits in the “form of reserves for bad debts 
and selling seasoned loans to bank. The borrowers who had experi- 
enced an improvement in their financial position could, perhaps, take 
the initiative themselves in transferring their loans to a conventional 
source if there were a sufficient inducement to having through lower 
interest rates. Some credit eee have been able to add to their 
capital base by selling stock to borrowers which, in effect, is equivalent 
toa loan discount. Another prospective source of funds employed at 
times is to take options on the borrower’s stock, thus recognizing the 
fact that credit corporations are supplying funds of a near-equity 
nature at low rates. It is questionable, however, whether such options 
would bring forth appreciable returns. 


EVALUATION 


Development credit corporations have extended intermediate- and 
long-term credit to smal] manufacturing businesses on a somewhat 
more risky basis than conventional lenders. Their experience has not 
yet been long enough to justify any firm conclusions regarding the size 
and structure of credit needs toward which they are ‘oriented or the 
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future of the credit corporations, but it does suggest the following 
observations. 

Long-term credit to smaller concerns appears to be considered in- 
herently more risky than short-term credit. This is indicated by a 
emparison of typical collateral arrangements for short- and long- 
term loans. Commercial credit companies grant short-term loans to 
marginal borrowers up to 80 percent or more ‘of collateralized accounts 
receivable, when banks make long-term loans of only 50 to 60 percent 
of market value on a good quality first mortgage to a standard bor- 
rower. In seeking to ‘extend their operations into the area of equity 
capital, credit corporations make long-term loans secured by second 


mortgages. 


Experience is still too short to permit a judgment as to the extent of 
the demand for the type of credit prov ided by the credit corporations, 
even with costs reduced by a certain amount of indirect subsidy. It is 
even more difficult to judge how much of the demand for credit is sup- 
ported by willingness and ability to pay total economic costs because 
rates the corporations charge currently do not cover all such costs. 

The volume of lending by credit corporations has not been large 
inabsolute terms. On December 31, 1957, outstanding loans of the five 
New England corporations totaled $8.7 million. While it must be 
emphasized that these loans are primarily to manufacturers, the 
total samount is small when compared to the $414 million in small busi- 
ness loans to commercial and industrial firms by first district member 
banks as of October 16, 1957, according to a Federal Reserve business 
loan survey. Thus credit corpor ation loans in the region are equiv- 
alent to only about 2 percent of small-business loans of commercial 
banks and the ratio would be smaller if all sources of small-business 
credit were taken into account. While contribution to small-business 
financing of this magnitude seems small, it may be a quite important 
amount at the credit margin. Moreover, lending activities of the 
credit corporations are expanding rapidly—total loans outstandin 
rose by almost one-fourth in 1957, although potential growth is limited 
if funds continue to be sought on the present basis, Outstanding busi- 
ness loans of the Small Business Administration in New E ngland out- 
side Vermont were even somewhat smaller—$8.1 million as of June 30, 
1957—than those of the 5 credit corporations. 

Credit corporations have resulted from efforts of private institutions 
and individuals to cooperate in the performance of a credit function. 
The continuance of such cooperation is an important factor in the day- 
to-day operation of credit corporations. The local representation 
provided by commercial banks is especially necessary in directing 
funds to the best uses. 

State development credit corporations are young among financial 
institutions and they are still in an experimental stage. Some changes 
in operating methods are to be expected as additional experience is 
gained and as conditions change. 
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Statistics on northeastern development credit corporations, Dec. 31, 1957 
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PREFACE TO PART II 


The surveys of credit and capital sources had as their main objec- 
tive obtaining information on the methods and experience of prin- 
pal types of a of funds to small business. They aimed 
at developing additional new information on what may be termed 
the “anatomy” of the small-business credit and capital structure, the 
standards and practices employed by lenders to and investors in small 
businesses, and possible changes in such standards and practices dur- 
ing the recent period of c1 redit and monetary restraint. 

The following group, with me serving as chairman, planned the 
coverage and approach to the various lender and investor groups, 
developed the questionnaires, tested their practicality, and prescribed 
the size and characteristics of the samples. 


John J. Balles, assistant vice president, Federal Reserve Bank of 
Cleveland. 


David P. Eastburn, vice president, Federal Reserve Bank of 
Philadelphia. 

Robert S. Kinzig, assistant vice president, Federal Reserve Bank 
of San Francisco. 

Francis R. Pawley, economist, Division of Research and Statis- 
tics, Board of Governors of the Federal Reserve System. 

Roland I. Robinson, adviser, Division of Research and Statistics, 
Board of Governors of the Federal Reserve System. 


The interviewing and the direct evaluation of interviews were car- 
ried out by the professional staffs of the Federal Reserve banks and 
the Board of Governors. While all Reserve banks did not partici- 

ate in all surveys, participation was general in both the commercial 
fank and the interbusiness credit interviews. The findings in all 
cases are based on independent results obtained by at least a half- 
dozen trained observers, interviewing lenders and investors in all parts 
of the country. The exceptional cooperation from the lenders and 
investors covered made the surveys s possible. 

It was impractical in the short time available to develop commit- 
tee reports in the usual sense for all survey reports included in part 
II. In such cases, authors were selected from participants in the 
surveys. While the fina] reports do not necessarily reflect the views 
of all Reserve bank staffs who conducted and evaluated interviews, 
all participants had the opportunity of reviewing the manuscript and 
making comments. On major points, the reports undoubtedly reflect 
astrong consensus. 

Grorce W. Mrrcuett, 
Vice Pre sident, Federal Reserve Bank of Chicago. 
Marca 31, 1958. 
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I. REVIEW OF SURVEY FINDINGS’ 
INTRODUCTION 


These surveys were undertaken to view through the eyes of lenders 
and investors the techniques and problems of financing small business. 
They cover practices and policies of the major sources of credit and 

-eapital available to small business—commercial banks, commercial 
finance companies and factors, large businesses, life-insurance com- 
panies, and investor sources of outside equity. t 

While the coverage of the surveys is substantial, there are two sig- 
nificant omissions and probably several of a minor nature. No at- 
tempt has been made to describe and determine the relative impor- 
tance of the flow of equity capital funds coming from the small- 
business man’s savings or from his friends and relatives. Estimates 
of the magnitude of these flows appearing elsewhere in these papers 
suggest that the volume of equity funds from such origins 1s sub- 
stantial, both absolutely and as compared with capital acquisition 
from external sources by large business. The other major omission 
relates to the internally generated funds from depreciation allow- 
ances and retained earnings. More complete data on the role and 
significance of both of these sources will be assembled in connection 
with the survey of small-business men themselves, which is being 
conducted as the third part of the overall small business financing 
project. 

Also excluded from the coverage of these surveys are some savings 
pools which, normally, are neither tapped directly nor used to any 
significant extent by small business. These include public and pri- 
vate pension funds and trusts, mutual savings banks, savings and loan 
associations, and credit unions. 

A major part of the data assembled was obtained by interviews 
covering representative lenders and outside suppliers of equity capital 
in all sections of the United States. The interviewers were trained 
observers with background in economic and credit analysis. The in- 
terviews, conducted systematically according to detailed schedules, 
yielded information which is predominantly descriptive of credit 
techniques, instruments, and institutions. However, judgments and 
opinions of both the interviewers and the interviewees were also re- 
flected in the answers reported. Such subjective evidence has been 
checked for consistency with other facts and statements from particu- 


1Prepared by George W. Mitchell, Vice President. Federal Reserve Rank of Chicago. 

George W. Mitchell, Federal Reserve Board of Chicago, economist, 1943: vice president, 
1951. Bachelor of arts, University of Wisconsin, 1925: student (part-time), University 
of lowa, 1927-30; University of Chicago, 1930-33: director of research, Illinois Tax Com- 
mission, 1933-39 and 1941-43 (member commission, 1939-40): assistant to director of 
Tevenue, Illinois, 1943-44: director of finance, Ilinois, 1949-51; tax consnitant for Civil 
Aeronautics Board and director of study of multiple taxation of air commerce, 1944-48; 
member. advisory group appointed by Joint Committee on Internal Revenue Taxation To 
Investigate the Bureau of Internal Revenue, 80th Cong.: chairman of Federal Reserve 
Board staff which prepared Automobile Instalment Credit Terms and Practices, supplement 
Ill, Federal Reserve System, Consumer Instalment Credit, pt. I, vol. 2; editor of Business 
Conditions, monthly review Federal Reserve Board of Chicago, 

*See pt. I, Background Studies, study 5 (Schweiger), p. 124. 
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lar lenders and with reports from other interviewees. Undoubtedly, 
some unconscious bias remains, but all results have been reviewed 
carefully for objectivity and consistence y with known facts. Com. 
pleted questionnaires were supplemented with balance-sheet and earn- 
ings statements, as well as some special tabulations and, in the cage 
of member banks of the Federal Reserve System, with very detailed 
analyses of business loan portfolios of such banks in 1955 and 1 57, 

Interviews with all types of lenders and investors showed their sin- 
cere concern that the financing pene of small business be ade- 
quately met. Few respondents doubted the desirability of presery- 
ing and nurturing, as a matter of public policy, the opportunity for 
c itizens to enter business and to prosper accor ding to their capacity to 
supply products or services in competitive markets. In fact t, more 
often than not, credit standards for the small and newer businesses, 
other things being equal, appeared to be more elastic than those for 
their larger, better established counterparts. 


KINDS OF SOURCES 


While suppliers of credit and capital to small business provide 
funds in the expectation of a favorable return, the form in which 
this return occurs, the importance of competing demands for funds, 
and the differences in institutional attitudes significantly modify 
lending and investing practices. Classified on the basis of similarities 
in such attributes and attitudes toward small business, lenders fall 
into three categories: 


(1) Financial intermediaries, such as banks and insurance 
companies. 

(2) Specialized lending and investing firms or individuals, 
such as commercial finance companies and factors. 


(3) Business firms whose conventional terms of sale or special 
credit arrangements, in effect, substitute for their customers’ 
working capital. 

The relative importance of each of these sources of funds to small 
businesses is not determinable with any precision, but credit supplied 
by large businesses and by banks are both of major importance. In- 
terbusiness credit outst: anding appears to exceed bank credit in dollar 
volume, but the greater flexibility of bank credit adds to its effec- 
tiveness. 

Financial intermediaries * 

The number of credits being extended to businesses by financial 
intermediaries appears very large, both absolutely and in comparison 
with the total number of businesses. Thus, commercial banks alone, 
including nonmember banks as well as the number banks covered 
in the Federal Reserve survey of business loans of banks, probably 
had outstanding from 134 million to 2 million separate loans to bus- 
ness in the fall of 1957, in comparison with a total business popula- 
tion in the neighborhood of 4 million. To be sure, some companies 
had several notes outstanding at different banks, and some had more 
than one note outstanding at the same bank. Many other concerns, 
however, had no bank indebtedness. 


* See surveys IT. p. 871, and III, p. 396, for commercial banks, and survey VI, p. 512, for 
life-insurance companies. 
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Banks and insurance companies are unique among lenders to small 
business in that their investment policies are affected not only by 
the interests of stockholders and borrowers but, also, by depositors and 
the needs of the communities they serve. As profit institutions, they 
are obviously interested in providing the most attractive return pos- 
sible on their invested capital. The equity interest, however, 1s a 
relatively small part of total lendable funds. Mainly, these financial 
institutions loan other people’s money or savings—as represented by 
the time and demand deposits in commercial banks and the reserves 
in insurance companies. They attract these savings and unused cash 
balances by offering intangible services and benefits as well as finan- 
cial returns. Since depositors and savers are primarily concerned 
with liquidity, safety, and convenience, the portfolios of these finan- 
cial intermediaries must be suitable, in fact and appearance, to meet 
these criteria. These responsibilities are specifically recognized in 
the statutory limitations on the types of investments banks and insur- 
ance companies can make, the types of paper eligible as collateral for 
borrowing from the Federal Reserve banks, and the amounts that 
can be loaned to a single borrower. 

The financial intermediaries have still another concern supple- 
mental to the interests of depositors and policyholders and stock- 
holders. The commercial banks, in particular, are so intimately re- 
lated to the communities in which they are located that they feel, and 
are strongly influenced by, considerations of community interest 
beyond those related to earnings and liquidity. Most banks try to 
accommodate their loan and investment policies to the financial needs 
of local business, government, and consumers. Lending policy is, 
thus, a compromise of several interests. 

Within this framework, banks are, in the broadest sense of the 
word, perhaps the most unspecialized lending institutions in our 
eonomy. They adjust their lending and portfolio positions in re- 
sponse to changes in the relative profitability of a wide variety of 
alternative lending and investment opportunities. The corollary for 
the small-business man who uses bank credit is exposure to the full 
range of competition for this credit from larger business, from con- 
suamers for durable goods or housing, from tax-exempt securities of 
State and local governments, and from Federal Government securi- 
ties. To some extent, special lending techniques have been developed 
toaid a smal! enterprise in seeking bank-credit accommodation. Thus, 
a possible lack of competitive advantage with regard to creditworthi- 
ness may be offset by the use of collateral, either through a mortgage 
or, on equipment financing, by the equipment itself. 

A final consideration of the bank lender is the diversification of his 
lan portfolio from the standpoint of both type of business and 
locality. Just as he spreads his risks among borrowers, so he tries to 
avoid exposure from the extension of a disproportionate amount of 
credit in a single community, particularly one where economic activ- 
ity is dominated by one or a few industries. In general, bank loan 
tates are insuflicient to cover these types of risks. 


Specialized lenders and investors 4 


In contrast to the financial intermediaries, with their multiple alle- 
glance to depositors or savers, stockholders, and borrowers, there is 





*See survey IV, p. 449, for commercial finance companies and factors, and survey VII, 
p. 525, for sources of external equity capital. 



















































































































































































































362 FINANCING SMALL BUSINESS 

a group of concerns (and individuals) whose businesses are organized 
for the specific purpose of providing credit (and equity-capital finane. 
ing) to other kinds of business. Their only customers are borrowers 
(and owners) : their only product, funds for the use of business, 
While these companies (and individuals) do not deal exclusively with 
small business, their techniques of operation are adapted to serve 
industries in which small businesses or rapidly growing firms are 
common. 

The commercial finance companies and factors are typical of these 
specialized lending institutions. Their business is quite competitive 
within the industry y and, of course, faces competition from banks, par- 
ticularly for the higher quality loans. The industry has offices 
throughout the United States, but most of the business is concentrated 
in the East and in the larger metropolitan centers. Its customers are 
estimated to number in the neighborhood of 15,000 business firms, 
The clients of commercial finance c ompanies and factors, by and lar 
are firms whose creditworthiness is such that they find it difficult to 
secure bank loans in the amounts needed. Generally, the form of 
credit extended by commercial finance companies involves substan- 
tial handling costs and above-average risk, so that the rates which 
they charge for their services are considerably higher than rates ap- 
plicable on bank loans. 

These specialized lenders do not have the range in alternatives for 
use of their funds that is available to a bank. As specialists in the 
field of business credit, many such firms, notably factors, concentrate 
in particular industries, such as textiles. While they lend in various 
ways, some form of accounts-receivable financing is predominant. 

Specializ ed equity investors.—Another source of funds for small 
business is the investor who is looking for a promising enterprise in 
which the possibility of substantial growth is inherent—often a 
growth that can be realized in the form of ¢ apital gains. Investors 
Interested in such situations are largely individuals, although there 
are organized groups that systematically search for similar invest. 
ment possibilities. 

The relationship here is an impersonal one (that is, not a tapping 
of the savings of friends or relatives), with the investor often going 
so far as to offer a finder’s fee for a good prospect and with the pros- 
pect exploring the possible sources “of equity financing referred to 
him by his bank or attorney. It is evident that there is no smoothly 
functioning mechanism for bringing these parties together. In most 
localities, judging from our inquiries, the process works only fairly 
well. Part of the difficulty is the understandable reluctance of the 
small-business man to dilute his equity at just about the stage at which 
profitable operations are at hand, even though this is often, also,s 
stage when the need for greatly enlarged fin: ancial resources is clearly 
indicated. Alter natively, he is tempted to try to get along witha 
smaller scale of operations and to resort to more costly forms of credit 

The equity suppliers’ overall profit experience, as near as can be at 
certained from our interviews, is not highly favorable, and points up 
the need for intensive sc reening of applicants in order to make this 
form of investment competitive with much less risky and less illiquid 
alternatives. 

The above considerations indicate that the number of small bus: 
nesses that are likely to benefit from the availability of equity capitd 
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from this source is relatively limited. Few opportunities for sub- 
stantial growth in earnings exist in the retail or service field, for ex- 
ample, or in any area of manufacturing where processes and markets 
have been well developed. It takes the promise inherent in a new 
product, or in a cost-reducing process, or In the combination of some 
rare scientific and managing skills, to produce the growth trend that 
equity- -capital suppliers — generally fix as a minimum requirement. 
While the existence of these sources of equity capital suggests that 
they may have developed in response to financing needs of particular 
types of business, the extremely high rejection Tate and the unused 
expansion potential of this type of financing also suggest that it is 
very difficult for most small businesses to meet the standards or costs. 


Interbusiness credit ® 


The largest volume of funds for small business today does not come 
directly from conventional lenders and investors, but arises from sell- 
ing transactions between retail outlets and large manufacturers or 
wholesalers. Such credit is only part of the $100 billion aggregate 
of interbusiness trade credit, most of which is extended on a con- 
venience or conventional basis from large to large, small to small, and 
small to large, as well as from large to small concerns. The greater 
part of this credit washes out when trade payables are deducted from 
receivables. What remains is mainly credit extended to small 
business. 

The number of concerns receiving this type of net trade credit ac- 
commodation is not known, but an excess of payables over receiva- 
bles is characteristic of nonfinancial businesses in all asset-size classes 
under $1 million, according to the latest available Statistics of Income 
(1954). Ninety-five percent of all nonfinancial firms filing tax re- 
turns with balance sheets are in this size range. 

This particular type of credit has grown rapidly in the postwar 
period in response to several underlying trends, including the chang- 
ing structure of retail distribution, the increasing use of consumer 
credit (due to the declining liquidity position of consumers and the 
stepup in their spending for hard goods), and the shift from the strong 
sellers’ market of the earlier postwar period to the buyers’ market of 
today. Aggressive merchandising for many types of consumer 
products now requires substantial investment in inventory and con- 
sumer receivables. To an increasing extent, these requirements are 
being met directly or indirectly by large manufacturers or wholesal- 
ers through their extensions of trade credit, conveniently located in- 
ventory stocks, the purchase of consumer paper from dealers, and a 
variety of other financing aids to retailers. Thus, the final link in 
the chain of production, the connection between the retailer and the 
consumer, is being strengthened with the credit resources of large 
and very large business. 

There are a number of reasons why trade credit has developed as the 
most logical and convenient source of small-business working capital. 
In the first place, local sources of outside funds, particularly in smaller 
communities, may well be inadequate—especially if there are many 
small firms seeking accommodation. In such a “capital importing” 
community , the only outside source with sufficient knowledge of the 
small firm’s operations and creditworthiness is the supplier or manu- 





®See Survey V, p. 482, for credit from large to small business. 
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facturer w ith w hom it has an established working relationship. See. 
ondly, it is in the interest of manufacturers and w holesalers to promote 
the strongest possible retailing organization, and adequate financing 
is a requisite of such strength.® Finally, the attitude toward losses 
differs basically between a financial institution and a sales or ganiza- 
zation. The latter has the facilities for repossessing, reconditioning, 
and reselling inventory or equipment. Moreover, the costs of investi. 
gation and of ser vicing receivables financing are minor compared with 
those involved in the establishment of a franchised outlet. 


LARGE AND SMALL BUSINESS DIFFERENTIATED BY FINANCING PRACTICES 


Both the qualitative and the quantitative evidence assembled in 
these surveys are extremely difficult to sift and interpret because of 
the arbitrariness of the definition of small business. Asset size and 
type of business have been the standards employed, but the implications 
of the survey findings are sometimes different w hen the two are used 
in combination than when the former is used alone. It is evident, to 
from the reports of the interviewers, that most of the interviewers ha 
divergent concepts of where to draw the line between small- and me- 
dium-size business and found it difficult to ad: ipt their judgments to 
the asset-type-of-business definition used. 

There is a technique for breaking away from the difficulties of an 
arbitrary definition of smal] business. Looking to the financing aspect 
alone, business can be divided into those firms that are large and suf. 
fic iently well-established to obtain funds in national ce: tpital and credit 
markets. If a business has this status, it also has the creditworthiness 
to maintain substantial credit lines at two or more sizable banks. Busi- 
nesses that achieve this credit position are independent of local sources 
of financing and can obtain funds in highly competitive markets where 
supplies of credit are allocated to the competing demands which offer 
the best net return. The advantage of being able to borrow on a short- 
or long-term basis in such m: arkets i is that there is seldom a problem 
of availability. At the going price, funds are available. The price 
will, of course, reflect the competition of other users of short- and 
long-term credit at the time, but the borrower in this market may be 
sure that he has the same opportunity to obtain funds as any other 
borrower if he has the wherewithal to pay for them. 

The businesses that are not large enough to enter national credit 
markets must depend upon other sources of funds. Of course, the 
mere fact that a business is not large enough to shoulder its way 


*Mr. William A. Hewitt, president, Deere & Co., in speaking to the 10th annual credit 
conference of the American Bankers Association in Chicago on January 16, 1958, expressed 
a typical attitude of manufacturers toward the relationship between credit and 
me rchandising. 

“A satisfactory volume of machinery sales to farmers requires that there be a ready 
supply of credit to finance those sales. Machinery manufacturers learned this by _ 
experience, To us, credit is a sales tool. We provide it because we must. In so doing, it 
is neither our wish nor purpose to compete with banks. Our evidence for this is the fact 
that much of the farmer paper we accept from dealers generally carries higher rates than 
banks charge for such paper, and our rates are as low as any in the industry. Even 80, 
the amount of retail paper our company had on its hands last October 31, the end of ou 
fiscal year, approximated $100 million, 200 percent more than 3 years ago. Surely the 
ted availability of credit from other lower-cost sources must be a factor in this 
situation. 

“We do not attract this business by taking excessive risks. Our credit standards are 
high and each year we carefully review all notes and charge off those that appear doubtful. 
Our losses have been minor—in fact, for some years after World War II our collections 02 
notes previously written off greatly exceeded the amounts being charged off during thos 
years. 
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into the national credit markets does not necessarily mean that it is 
lacking in credit resources. If the business is well-established with 

a good earnings record, good management, and a strong equity posi- 
tion, it unquestionably has a good bank connection. Banks generally 
yalue accounts of such customers highly and give top priority to their 
financing needs. In addition to bank borrowing, many small busi- 
nesses rely on their connections with other businesses through the 
medium of trade credit. 

To convert the distinction between large and small business based 
on access to national credit markets to an asset-size standard, the mini- 
mum long-term financing which the security markets will, handle— 
somewhere bet ween $300,000 and $1 million—may be used as a guide. 
This implies an asset maximum for small business of $1-$3 million. 

The pattern of outstanding bank loans, as indicated by the Federal 
Reserve member bank business loan survey in the fall of 1957, shows 
that 22 percent of loans were to very large businesses with assets of 
$100 million and over, 12 percent were to large businesses with assets 
of 25 to 100 million dollars, and 31 percent were to medium-size busi- 
nesses with assets of 1 to 25 million dollars.’ Toward the lower limit 
of the latter group, it becomes impractical for a business to attempt to 
meets its financing requirements in national or regional credit markets. 
Most of the businesses with assets under $1 million depend upon their 
community’s banks and on interbusiness credit for their financing. 
The fact that small businesses made substantial and widespread use of 
eredit does not prove or disprove that their needs were met as ade- 
quately as those of the medium-size and larger businesses. 

Much of the competitive disadvantages of the small relative to the 
large businessman in obtaining credit is s due to higher interest charges. 
These, in turn, reflect higher costs of extending such credit. The first 
element of difference is risk. The cost of riskless money (pure inter- 
est) at any given time is the same for everyone, but to this cost must 
be added the risk of the particular enterprise, risk associated with a 
given industry or particular locality, as well as that associated with 
the personal qualifications of the borrower. These risk differentials 
are a matter of judgment, but they become a significant item in the 
cost of extending credit as the loss experience becomes less and less 
favorable. 

Second, small business borrows in small amounts. The overhead 
cost of extending this credit has to be spread over a much smaller base 
and, therefore, the total cost per dollar of loan is much higher than 
when credit is extended in very large amounts. Such costs include 
investigative, bookkeeping, and collection costs. A thorough credit 
investigation of a small business with mediocre records may well cost 
more than that for a medium-size or large business, where the docu- 
mentation that the lender seeks is more readily available. Moreover, 
the spreading of these costs over the small loan makes a substantial 
addition to the interest charge, whereas in the large loan, the flat 
addition has virtually no effect on the interest charge. 

Consequently, the rates paid by a small business “tend to be con- 
siderably higher than those paid by a large business, and where loss 
experience indicates high risk, the loans simply become unbankable 


T Details are reported in survey II, p. 371. 
®See pt. 1: Background Studies, study 3 (Moore, Atkinson, and Kilberg), p. 40. 











366 FINANCING SMALL BUSINESS 


within the range of rates that banks are able or willing to charge 
Some specialized lenders deal with more risky loans by oad al 
recordkeeping and supervisory precautions, but even these add sub. 
stantially to ‘the cost of credit extension and limit the availabili 

of such credit to those businesses which are exceptionally profitable, 

It is frequently said that small business differs from large in its 
more limited ability to obtain intermediate- and long-term credit and 

equity capital. This group of surveys has dealt only partially with 
the problem of equity capital availability, but it has explored rather 
fully the question of intermediate-term credit. Here the facts show 
that such credit is available from the banking system to small busi | 
nesses in substantial amount. Loans with maturities of over 1 year |’ 
made up a third of total extensions to both small- and medium-size 
businesses, and over 40 percent of those to large businesses. Tern }, 
credit is available to large businesses, however, on a different basis |’ 
than to small businesses. In the case of large business, the term 
loans are typically unsecured; in the case of small business, they are 
secured by equipment, real estate, or personal assets. 

Accounts receivable financing ‘also is a method of providing credit 
on a continuous basis for a business that is going through a period of 
its development in which rapid growth has unbalanced its capital 
structure. Asa matter of fact, the record indicates that lenders have 
been surprisingly ingenious in setting up methods of extending term 
credit to small business without the sacrifice of security standards, 
Only to a minor degree do these methods seem to be disadvantageous 
compared to the unsecured term loan to large business. In some torms 
they are somewhat more costly because of ‘the recor dkeeping involved 
in policing the collateral security and handling the accounting.- There 
are also ty pes of business which do not generate collateral appropriate 
to any of the financing techniques now in use. Thus a business which 
needs funds for advertising and promotion may find it difficult to pro- 
vide the specific collateral that a lending institution would require. 


SIGNIFICANCE OF SURVEY FINDINGS ON STRUCTURAL DIFFERENCES IN 
ACCESS TO CREDIT OF DIFFERENT SIZE BUSINESSES 


Members of the business community may be grouped into three gen- 
eral classes insofar as access to credit is concerned : Those with sub- 
stantial credit available, through one or another of the general or spe 
cial financing forms; those quite clearly at some major disadvantage 
in obtaining credit in any form; and an indefinable gr oup, probably 
of moderate size, to which funds may be available only in locations, 
forms, or amounts which may not be fully satisfactory in terms of 
efficient operation of the borrower. 

The predominance of the first class of borrowers is suggested by 
the previously cited number and varieties of credit accommodations 
made available by the competing lenders and investors. Prominent 
in this group are the large and very large corporations with acces 
to national credit markets. In addition, established medium-size busi 
nesses are generally well accommodated at their local banks because of 

valuable present and future deposit balances and profitable ancillary 
business that can grow out of such a customer relationship. 
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For similar reasons, established small businesses tend to be accom- 
nodated through short- term, general-purpose credit by the small 
inks in their localities within the limit of the banks’ ‘capabilities. 
since most banks, along with most business, are small, the greatest 
sumber of bank loans to small business are lodged in banks which do 
jot lend to large business.® 

Businesses w vith strong associations with suppliers are another cate- 

gry to which credit appears generally available at the time and in 
he volume desired. Thus, fr anchised or licensed dealerships, outlets 
or brand-name services and the like, appear to be able to elicit needed 
jnancial assistance from large manufacturers or wholesalers to carry 
qstomer paper, finance their own working capital needs, purchase 
quipment, or even to finance additions to plant. 

Over and above these general relationships with a single type of 
inder, small businesses with certain specific attributes or needs are 
yell received by most types of lenders. Foremost in this grouping 
ie “growth” businesses, whose current and potential rapid expansion 
in sales and profits make them desirable long-run customers to banks, 
or finance companies, or manufacturers of ‘lines which the growing 
frms sell. 

In addition, small businesses purchasing general-purpose equipment 
for operations which will add to earnings ordinar ily find intermediate- 
term equipment financing arr angements available from several sources. 
One of these is the manufacturer-seller of the equipment. Also avail- 
ible in developed areas probably are banks with sufficient resource 
ind experience to entertain such types of credit applications, and, a 
often, finance company offices prepared to advance this kind of funds. 

A final major category of small business to which credit is gen- 
wally available is the firm with adequate nonbusiness collateral (e. 
seneral-purpose real estate, securities, life i insurance, indorsements of 

others). The essence of such security is that its value does not depend 
upon the continued successful operation of the business. On such col- 
literal, businesses can borrow from banks or finance companies irre- 
rspective of the newness or riskiness of their operation, and many 
new businesses acquire some initial working capital in this fashion. 

Opposed to these types of small businesses are others with attributes 
thich make their financing appear so risky, or so costly to process, 
that they are only peripherally served by most types of contemporary 
knders and investors. Among these are new businesses without the 
wrt of established earnings to elicit unsecured credit, and yet having 
mly assest which are so closely associated with the business that they 
we not acceptable as security (e. g., high-style inventory and special- 
purpose equipment). More éneaia ‘ases are small businesses, such 
certain personal service establishments, with no pledgeable assets. 

Oftentimes a complementary disadvant: ige in these cases is a level 
of owner equity which is deemed low in relation to possible operating 
losses or shrinkage in asset values. Lack of equity is viewed as a 


‘The 1957 Federal Reserve bank loan survey shows that 92 percent of the number of 
wusiness loans of banks with total deposits of less than $10 million were to firms with 
sets of less than $1 million. The corresponding percentage for banks with deposits of 
10-100 million dollars was 74. By way of contrast, in the largest banks, those with 
deposits or $1,000 million and over, the percentage was 12 
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particular hazard in lines with a high business mortality rate, such 
restaurants and taverns. 

Another generic drawback to extending credit is poor management, 
Included in this consideration can be a poor operating record on the 
part of the managers, inexperience, or such moral risks as previous 
bankruptcies, felonies, or dishonest behavior. 

A final type of constriction on credit availability to some small 
businesses stems from their location and lack of borrowing mobility, 
Firms with only very few sources of financing within their borrow. 
ing radius run the risk of finding their suppliers untrained in the 
type of credit extension desired, constricted in cash avail: ability be. 

cause of low community savings or temporary adverse drains of funds, 
or overcommitted in the type of credit or capital sought because of 
particular geographical concentration of requests. 

To some extent lenders, in accommodating these peripheral types 
of needs, employ higher interest rates and service charges to cover high 
costs and losses. In a number of instances, however, the potential 
losses of principal from nonpayment are judged suffice iently high not 
to be compensable by interest and service charges of the conventional 


sort or the lenders and investors just do not wish to be involved in 
such high-risk, high-cost operations. 


SIGNIFICANCE OF SURVEY FINDINGS AS TO DIFFERENTIAL IMPACT OF 
RESTRICTIVE CREDIT AND MONETARY POLICY 


Shifts in the amount and form of financing flowing to various sizes 
of business are known to take place from time to time. It is difficult, 
however, to determine from available evidence which particular shifts 
reflect specific changes in individual firm creditworthiness and whieh 
reflect changes in general business and credit conditions or secular 
modifications in business organiz: ation. Similarly, from aggregate in- 
formation presently avail ible, it is almost impossible to ascertain to 
what extent financing shifts reflect changes in credit availability and 
to what extent they reflect alterations in credit needs and demands. 

It could be ascertained that the predominant credit suppliers of small 
business—small banks and large business—were less affected by 
changes in general credit conditions than some other parts of the 
financial structure. During the 1955-57 period small banks experi- 
enced much more deposit growth and less constriction of reserve posi- 
tion than did the large banks in major financial centers. Big banks, 
under greater deposit and reserve pressure, nonetheless faced a greater 
loan demand. Consequently, they found it necessary to be heavy 
sellers of United States Government securities at declining prices 
Small banks, meanwhile, had sufficient available funds to be able to 
add to their holdings of Government securities during most of the 
period of business expansion. 

Behind the heavy loan increases at large banks was a rapidly rising 
demand for funds from large businesses. Increased interest rates, 
and in some cases more restrictive terms (e. g., limited maturities 
and higher compensating deposit balances) accompanied these grow- 
ing borrowings, but for the large firms willing to pay this price bank 
credit continued to be available in the volume desired. Prominent 
among the needs so financed was an increase in net receivables due 
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from smaller firms, which rose proportionately more rapidly than the 
sales of large businesses during the boom. 

No class of supplier of small business credit reported any appre- 
ciable policy of curtaining its small business lending between 1955 and 
1957, although some trade creditors felt that bank credit to their 
smaller customers was not expanded enough to suit the needs of ag- 
gressive marketing. Survey data indic: ated a smaller growth in bank 
joans to small business than in bank loans to large business, both by 
industry and in total. The fact that such disparities did not tend 
to become greater among the banks under greater pressure suggests, 
however, that such occurrences were not primarily the result of a 
differential impact of restrictive monetary policy. Another, and per- 
haps the major reason for such a trend was a difference in the demand 
for funds between small and large firms. Another contributing fac- 
tor may have been the greater deterioration in creditworthiness of 
small as contrasted to large businesses over the recent economic ex- 
pansion. 

Small firms may not in fact have matched the pace set by large 
firms in loan requests because of less stimulating sales records, poorer 
market outlook, fewer investment possibilities, or any of a nisaba of 
other factors on which small-business operating experience could 
prove inferior to that of its larger counterparts. 


TRENDS IN FINANCING PRACTICES 


Without further study of disparate operating experience among 
smaller and larger firms, no reliable guide is available as to whether 
these developments might be temporary or secular in nature. On the 
other hand, fairly convincing evidence was obtained of secular devel- 
opments in certain forms of small-business financing. The foremost 
examples of growing methods of small-business financing are equip- 
ment financing, accounts-receivable financing, and credit extensions 
from large business. Considering their emergence in reasonably free 
and competitive markets for credit, these financing avenues can be 
presumed to be widening in response to underlying needs. However, 
developments of such a secular nature blur—and are themselves 
blurred by—the more transient adjustments inspired by conditions 
of general credit ease or restraint. 

The needs for these three particular forms of credit have been ex- 
panded by the increasingly capitalistic nature of the economy. Both 
producers and consumers are purchasing more big-ticket, long-lived 
assets under the spur of such influences as rapid technological ad- 
vances and higher labor costs and incomes. Accommodations of these 
larger and more specialized Lat require some corresponding speciali- 
zation in credit granting. Credit grantors need personnel trained in 
appropriate investigation and collection procedures. They need 
special knowledge of the capital good being financed—its market, its 
earning potential, its alternative uses. Furthermore, because such 
specializ: ition is expensive and the irreducible risks in such lending are 
still relatively high, credit grantors in such fields need special capa- 
bilities for absorbing the costs and losses of operation. 

Lenders have moved in these directions in two basic ways. Some 
established lending institutions well enough situated to afford it have 
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acquired the specialized skills and knowledge that permit prudent 
extension of credit in more specialized uses. At the other extreme, 
a good many businesses selling to small firms have expanded lending to 
such customers, even borrowing to do so. They are able to capitalize 
upon the detailed knowledge they already possess of the industry and 
product. Furthermore, since they already are organized to bear the 
risk of special-product inventory or investment, the net increment to 
their risk exposure by such lending to customers is not as great as 
for an outside lender. ’ 

The surveys have provided a wealth of institutional background in 
lending practices and financing needs of business. They have brought 
together knowledgeable judgments of experienced lenders and i inves- 
tors, represe nting commercial banks, commercial finance companies 
and factors, managers of the credit departments of large businesses, 
life-insurace companies, and investors seeking outlet for ‘equity funds, 

3ut, at the most, these findings provide only a partial understandin 
of the financing problems of small business. The results from the 
third phase of ‘the small-business financing project, the approach to 
the small-business man himself, are essential to a conclusive and per- 
ceptive diagnosis of these problems. 
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Il. MEMBER BANK LENDING TO SMALL BUSINESS, 
1955-57 * 


As part of its present broad inquiry into small-business financing, 
the Board of Governors of the Federal Reserve System, in cooperation 
with the Federal Reserve banks, conducted another survey of business 
Joans at member banks as of October 16, 1957. This survey was com- 
parable to a previous one conducted as of October 5, 1955. 

The major purposes of the new survey were threefold. 

1. To provide detailed information on the current structure of 
member-bank loans to business and the terms and conditions on which 
such loans are extended, with particular reference to those made to 
small and medium-size businesses. 

2. To analyze developments in the use of bank credit by firms of 
various sizes between the 1955 and 1957 surveys in relation to changes 
in the economy and in business financing. 

3. To examine into the differential effects of increasing credit and 
monetary restraint on the allocation, terms, and cost of bank loans to 
businesses of different sizes. 


SUMMARY OF FINDINGS 


On October 16, 1957, outstanding business loans of member banks 
totaled nearly $41 billion, or 32 percent more than on October 5, 1955. 
A high proportion of the number of loans on both dates was to small 
businesses, but most of the dollar volume was to larger businesses. 

Between 1955 and 1957, loans to large businesses in most industries 
expanded much more in dollar volume than loans to smaller businesses. 
Moreover, loan growth was greater for industries in which large busi- 
nesses are predominant than for industries in which medium-size and 
small businesses are relatively important. To a considerable extent, 
changes over the period in the size of business and industry structure 
of loans were related to changes in the economic environment, par- 


1The 1957 survey of business loans of member banks was under the general supervision 
of Ralph A. Young, Director, and Albert R. Koch, Associate Advisor, of the Board’s Divi- 
sion of Research and Statistics. The information was collected by the Federal Reserve 
banks. This report was prepared in the Banking Section of the Division under the direc- 
tion of Mr. James B. Eckert, Chief, who also had specific responsibility for the administra- 
tion of the survey. 

Eckert, James B. Bachelor of arts, Oberlin College (1934) ; master of arts, University of 
Cincinnati (1936) : doctor of philosophy, Cornell University (1947). Taft memorial teach- 
ing fellow, University of Cineinnati, 1934-86: instructor in economics, Cornell University 
and University of Rochester, 1936-42 Economist, Office of Price Administration. 1942- 
47; fiscal analyst, Bureau of the Budget, 1947-51; economist, Economic Stabilization 
Agency, 1951-53; economist, Board of Governers of the Federal Reserve System, 1953. 
Present position: Chief, Banking Section, Division of Research and Statisties. Publica- 
tions: Studies in Price Control; Pricing Standards (editor and contributor): Business 
Loans of Member Banks, Federal Reserve Bulletin, April 1956. 

Assistance in planning the survey was provided by Madeline MeWhinney. chief, financial 
and trade statistics division, Federal Reserve Bank of New York; John J. Balles, assistant 
vice president, and Oliver H. Jones, senior economist, Federal Reserve Bank of Cleveland: 
Theodore H. Schneider, economist, Federal Reserve Bank of Chicago; and Eleanor Stock- 
Well, James C. Byrnes, and Edward P. Snyder, economists, and Maurice H. Schwartz, chief 
analyst, of the Board's Division of Research and Statistics. Mr. Schwartz and Mr. Snyder 


also were responsible for developing the statistical methods and processing procedures for 
editing and summarizing the data. 
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ticularly the large expansion in productive capacity by many 
businesses. 

Business of all sizes borrow from banks mainly on loans with short 
maturities, but between 1955 and 1957 all except the largest businesses 
expanded their term loans—those with maturities over 1 year—much 
more than their short-term loans. Large businesses obtained most of 
their long-term financing through the securities markets, but smaller 
businesses, with this alternative less readily available, relied more 
heavily on banks for this type of financing. 

In 1957, as in 1955, most loans to small businesses, particularly 
term loans, were backed by collateral or otherwise secured, while 
most loans to larger businesses were unsecured. Over the 2-year pe- 
riod, the proportions of secured and unsecured loans within various 
size groups of borrowers changed little. 

Loan expansion between 1955 and 1957 was greater at large than 
at smaller banks, and large banks generally expanded their loans to 
small- and medium-size businesses more than smaller banks. Within 
most size classes of banks, loan expansion was greater for large than 
for smaller businesses. In general, growth in total business loans and 
in loans to smaller businesses was greatest in geographic areas ex- 
periencing the greatest economic expansion. 

Smaller businesses paid higher interest rates on their bank loans 
than large businesses in both 1955 and 1957, but, in the intervening 
period, rates charged large businesses rose much more than rates 
charged smaller borrowers. Businesses of a given size generally 
paid about the same rate on their loans, whether they borrowed from 
a large or a small bank. 

About 5 percent of the amount and 8 percent of the number of 
member-bank loans outstanding on October 16, 1957, were to rela- 
tively new businesses. Most of these loans were to small, unincor- 
porated businesses, and, generally, carried somewhat less favorable 
terms and interest rates than those to established businesses. 








COMPARABILITY OF 1955 AND 1957 


SURVEYS 





In conducting the 1957 survey, every effort was made to assure 
maximum comparability of the new data with those of the 1955 sur- 
vey. Except for a few items, identical information was requested 
from respondents.? An identical sample of banks, adjusted for mer- 
gers and other changes in bank structure between the two survey 
dates, was asked to report. The surveys were conducted at closely 
related dates in both years to minimize any possible distortions aris- 
ing from seasonal movements in credit utilization. The statistical 
procedures used in processing the loan information supplied by re- 
spondents to obtain estimates of loans at all member banks were the 
same.® 

In both surveys, reports were received from well over 90 percent 
of the nearly 2,000 member banks included in the sample of banks 


2The reporting form and instructions used in the 1957 survey appear in appendix B. 
The form and instructions used in the 1955 survey were published in the Federal Reserve 
Bulletin, April 1956, pp. 328-339. 

2In the summer of 1956, following publication of the preliminary estimates of 1955 
survey data in the Federal Reserve Bulletin, April 1956, a revised and improved statistical 
procedure was adopted for expanding the 1955 loan-sample data to obtain estimates for all 
member banks. Estimates based on the revised procedure are used in this report. They 
differ little from the eager ye estimates for dollar amounts of loans and average interest 
— but they are about 10 percent lower than the preliminary estimates for members of 
oans. 
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asked to — The reporting banks accounted for nearly one-third 
of the number of Federal Reserve member banks and over 90 percent 
of the dollar volume of business loans outstanding at member banks. 
Both surveys had the cooperative support of the American Bankers 
Assoc1 iation and the Robert Morris Associates. 

Major findings from the 1957 survey and comparisons with 1955 
data bearing on the analysis of member-bank lending to various sizes 
of business are summarized in this report. To provide background 
for consideration of the findings, relevant economic developments 
severing the period under review are briefly summarized in the fol- 
lowing section. 


ECONOMIC BACKGROUND 





The structure and characteristics of bank loans outstanding on a 
given date reflect economic and financial conditions for several 
months, and even years, prior to that date. Although bank loans are 
made and paid off in large volume every day, nearly half the dollar 
volume outstanding on both survey dates had been made more than 
3months prior to those dates. The average original maturity of out- 
sanding member-bank loans was somewhat more than 1 year, and 
many maturities were much longer. Accordingly, it is necessary to 
examine economic developments prior to 1955, as well as between 1955 
and 1957, in order to appraise changes in bank lending revealed by 
the two surveys. 

When the 1955 survey was conducted, the United States had been 
experiencing a vigorous upswing in economic activity for more than a 
year. By the spring of 1955, recovery from the 1953-54 recession had 
been achieved, and “output had risen further to new record levels, 
sparked by a surge of consumer buying of houses, automobiles, and 
other durable goods. This wave of consumer buying was encouraged 
by the ready availability of mortgage and consumer installment credit 
on favorable terms. 

Responding to the growth of consumer demands, as well as to other 
influences, businesses resumed their increase of inventories and also 
increased spending for plant and equipment. Business loans at com- 
mercial banks rose 20 percent in the 12 months preceding the 1955 
survey, and other sources of business finance were also providing 
increasing amounts of funds. 

At the time of the 1955 survey, gross national product had risen 
more than 10 percent from its 1954 low point, and most of the increase 
represented growth in physical volume of output. Economic activity 
had reached a stage where there was little margin of unutilized re- 
sources for further expansion. Since mid-1955, growing demands 
had been generating rising prices, and monetary policy had shifted 
from ease designed to promote recovery and renewed growth to re- 
straint in the face of developing inflationary pressures. 

In the 2 years between the loan surveys, the current value of eco- 
nomic product increased appreciably further. Real output rose onl 
moderately, but its composition changed considerably. The princi- 
pal impetus for expansion of aggregate demand shifted from the con- 
sumer sector to the business sector. Residential construction and au- 
tomobile sales receded from the unusually high levels of 1955, while 
business-investment expenditures accelerated. Business continued to 
add to inventories and, with tax liabilities also rising, business de- 
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mand for funds rose rapidly. Corresponding to the decline in rel. 
tive importance of consumer spending, consumer-debt expansion 
slowed in 1956-57 while financial saving by individuals increaga 
markedly, helping directly and indirectly to finance the expansig, 
in business-capital outlays. 

In response to the increase in financing needs, businesses supple. 
mented their growing internal sources of funds by borrowing yp. 
usually large amounts from banks, by issuing securities, and by bor. 
rowing from each other in the form of trade credit. Business loans 
at banks rose $10 billion, or nearly one-third, in the 2 years betwee 
the surveys. Corporate securities outstanding increased $19 billion, 
In the course of the 2-year period, with the liquidity positions of both 
business concerns and banks under increasing pressure, a growing 
proportion of business borrowing was derived from securities markets 
and a declining proportion from banks 

At the time of the 1957 survey, the investment boom was just reach. 
ing its cyclical culmination and a general recession was beginning, 
Nevertheless, business demands for credit at commercial banks had 
continued strong through September. Bank lending was still rm. 
stricted, with bank liquidity considerably reduced after 3 years of 
loan expansion under conditions of restraint imposed by the Federal 
Reserve. 

SIZE OF BORROWER AND INDUSTRY STRUCTURE 


In both 1955 and 1957, most business loans outstanding at member 
banks were to relatively small businesses, but most of the dollar vol- 
ume was to large businesses, as shown in table 1. Between 1955 and 
1957, the dollar volume of outstanding loans rose for all borrower 
size groups except the smallest firms with assets less than $50,000. 
Loan growth was much greater for each of the 2 largest asset groups 
than Ee any other group, amounting to 66 percent for borrowers 
with assets of $190 million or more and 51 percent for those with 
assets of 25 to 100 million dollars. The average increase was 21 per- 
cent for all other size groups and 32 percent for total business loans, 

Number of loans outstanding rose for all borrower size groups 
The changes were about proportionate to those in dollar amout 
outstanding for all except the two largest size groups. For thes 
businesses, number of loans went up much less than dollar amount 
and the average size of loan rose sharply. This increase in loan siz 
probably reflects, in part, a rise in the utilized proportion of author 
ized credit lines. 

In classifying size of business for the purposes of this analysis, no 
allowance was made for the growth in assets of most businesses be- 
tween 1955 and 1957, in part owing to rising prices. The same dollar 
limits were used in determining asset size groups in both surveys and 
borrowers were classified by size on the basis of their total assets 
at a recent date prior to each survey. As a result of asset growth, 
some borrowers classified in 1955 in the smallest asset group (assets 
under $50,000) undoubtedly were classified in larger size groups in 
1957. If the asset levels used for classifying businesses in the 195! 
survey were raised by 6 percent, the amount of increase in wholesale 

rices between 1955 and 1957, the dollar amount of loans outstand: 
ing to the smallest asset group, instead of showing a decline, ur 
doubtedly would show an increase. The volume of loans in othet 
asset groups, however, would be little affected. 
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Within industry groups as well as for businesses as a whole, loan 
growth was much greater for large than for smaller firms, and gener- 
ally declined with : size of business, as shown in table 2. There were 
exceptions, however. In retail trade and in services, for example, loan 
growth to smaller firms was relatively large; loans to retailers w ith 
assets of $250,000 to $1 million rose more than those of any other size 
group. In all other industry groups, the largest percentage increase 
was in 1 of the 2 size groups with assets of $25 million or more, 
and generally growth for borrowers with assets of $100 million or 
more was by far * the greatest. 

A uniform classification of business size for all industries based 
solely on dollar amount of assets, as used in table 2, makes no allow- 
ance for the marked differences from industry to industry in the size 
of the typical enterprise. For example, a business of a given asset size 
might be considered relatively small in the metal fabricating industry 
but relatively large in the service trades. Accordingly, in table 3 bor- 
rowers are classified as large, medium, or small separately for each 
industry in relation to the size pattern of enterprises characteristic of 
that industry. 
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These data also show much greater overall loan growth between 
1955 and 1957 for large businesses than for other size groups and 
growth within industries generally decreasing with size of business 
borrower. Large businesses with 32 percent of the outstanding loans 
in 1955 accounted for 50 percent of the 1955-57 increase in total busi- 
ness loans while small businesses with 21 percent of the outstandings 
in 1955 accounted for only 7 percent of the increase. 

Half the increase in loans to large businesses was in three indus- 
try groups—metals and metal products; petroleum, coal, chemicals, 
and rubber ; and transportation, communication, and other public util- 
ities. This reflects not only the substantial growth rates for loans to 
large borrowers in these industries but also the fact that in some of 
these industries large businesses account for a major portion of the 
output. Loan growth to smaller concerns in these industries also was 
substantial, greater for medium and small metals concerns and public 
utilities than for these size groups in any other industries. 

Not every industry group in which large businesses predominate 
showed rapid loan growth. Sales finance companies, also in this cate- 
gory, Showed the smallest overall growth and the smallest growth in 
loans to large businesses. On the other hand, in textiles, leather, and 
apparel, the only industry group showing a loan decline, activity is 
distributed more heavily in medium-size and small businesses. 


Output and prices 


The rapid loan growth in the metals, petroleum-rubber, and public 
utilities industry groups was due in part to the fact that they experi- 
enced some of the largest increases in output between 1955 and 1957 
and, except for the public utilities group, some of the largest price 
advances. In the textiles, leather,.and apparel group, where output 


dropped and prices changed little, outstanding loans declined. Loan 
changes either in the aggregate or by individual industries cannot be 
explained fully, however, by changes in their output and prices. 
Loans to all manufacturing and mining businesses, for example, rose 42 
percent from 1955 to 1957 whereas industrial production changed little 
and wholesale prices, on the average, rose less than 8 percent. 

Changes in the loan structure for the construction industry reflect 
the changing character of demand for construction over the period, 
even though there was no marked change in this industry’s total bank 
borrowing, output, or costs. Loans to construction firms with assets 
of $100 million or more showed the sharpest rise (317 percent) for 
any size group of borrowers in any industry, whereas smaller con- 
struction firms increased bank borrowing only moderately or reduced 
it (see table 2). Nevertheless, the 1955-57 pattern of borrowing is 
consistent with the fact that industrial and commercial construction, 
often involving large projects which can be undertaken only by firms 
of great size, increased eanatatie during this period while residen- 
> construction, in which firms of much smaller size predominate, de- 
clined. 


Expansion of capacity 
The 1955-57 changes in the size-of-borrower and industry structure 
of bank loans are related not only to changes in output and prices in 


the various industries but also to expansion of capacity and associated 
requirements for increased working capital. It is a significant that 
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three of the industries with most rapid loan growth, namely metals, 
petrol rubber, and public utilities, are among those showing the 
argest increases in capacity during the 1955-57 period. Information 
also is available from the Fedex -al Trade Commission and the Seen- 
rities and Exchange Commission providing insight into the pattern 
of expi unsion and its financing for manufact uring corporations of vari- 
ous sizes. This information is summarized in table 4, 


TABLE 4.— Broad summary of major outlays and sources of funds of manufactur. 
ing ete by size es business, 3d ere 1955-3d quarter 1957 






























































| All corporations Size (total assets) 
} Under 5 5-100 | 100 and over 
av 1 
Outlay or source Mile Pere : —|- cS Sg a aa 
lions of | centage : 4 
‘ ee Mil- Per- Mil- Per- Mil- Per- 
| dollars | change | jions of | centage | lions of | centage | lions of | centage 
dollars | change | dollars | change | dollars | change 
—— 
MAJOR OUTLAYS 
Property, pint, and equip- 
ment ?____ 28, 867 22.8 1, 896 10. 6 3, 470 | 12.1 23, 500 20.2 
Inventories du pcabbacdol SE eee 27.0 1, 648 18.9 2, 283 17.5 7, 984 | 35.5 
Not receivable 3 3_ iota . 3, 501 30. 5 582 19.6 1,012 22. 5 | 1 909 47.7 
TOG... eeeeecud lcs. 44, 282 24.3 4, 126 14.0 6, 765 5 | 14. 7 33, 393 31.3 
MAJOR SOURCES OF FUNDS 
| i 
Retained earnings. _- | a eae S| I Boctcwesal 0, 604 | _..s2h3.. 
Depreciation and « depletion. e700 tees oe Bee tn. i fh ee Uke hy eee eee 
Cash and Government secu- 
rities.-..- —3, 490 —11.9 | 152 3.5 — 843 —11.6 | —2, 802 —16.0 
— — = ———_—— a | =} —— =| = = —<—<—_—= 
Borrowings: | 
Bank loans: | 
Short-term (1 year | | | 
and under) - 3, 179 | 71.6 482 | 28. 7 840 46.2 1, 857 | 196.5 
Long-term (over 1 | | 
year) .- aa 1, 543 48.0 | 365 65.5 | 452 39. 6 727 47.8 
Total_ al 4, 722 | 61.7 847 | 37.9 1, 292 43.7 | 2,584 104. 8 
Nonbank long-term... 4, 806 27.0 | 678 | 33.7 661 18.3 | 3,466 28.5 
| | | | 








1 Since only selected items are included, the aggregates of outlays and sources of finds are not in balance. 
The principal omission is net worth changes (other than retained earnings). 

2 Before deduction of reserve for depreciation and depletion. 

3 Accounts receivable minus accounts payable. 


Source: Federal Trade Commission-Securities and Exchange Commission: Quarterly Financia] Reports 
for Manufacturing Corporations, 


The property, plant, and equipment account of manufacturing cor- 
porations with assets of $100 million or more rose at nearly three times 
the rate for smaller corporations between the third quarter of 1955 
and the third quarter of 1957, and accounted for more than four-fifths 
the increase in plant and rien of al] manufacturing corporations 
over that period. Moreover, large corporation working ¢ apital rose 
much more rapidly than small. Inventories of the largest corporations 
increased at about twice the rate for smaller businesses, as did their net 
receivables, that is, accounts receivable minus accounts payable. The 
nearly $2 billion growth in net receivables of the largest corporations 
reflects primarily the extension of increased trade credit to customers, 
in large part smaller businesses, including unincorporated and non- 
anna ing businesses not covered by these data. 

All sizes of manufa .cturing corpor ations had internal funds, par- 
ticularly retained earnings, at least equal to the major part of their 
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increased outlays for plant and equipment, inventories, and net re- 
ceivables. For all corporations with assets under $100 million, inter- 
nal funds exceeded these outlays. For corporations with assets of $100 
million or more, however, retained earnings and depreciation and 
depletion allowances totaled less than two- thirds of their major outlays. 

Accordingly, they found it necessary to obtain substantial additional 
funds through reducing their holdings of cash and Government se- 
curities, borrowi ing from banks, and financing i in the capital markets. 

Taking advantage of their access to the capital markets, the largest 
corporations increased their term bor rowing from sources other than 
commercial banks nearly five times as much as their term borrowing at 
banks. They also sharply increased their short-term bank borrowing, 
probably in part to tide them over until the capital markets became 
more favorable for long-term financing. Nevertheless, corporate bor- 
rowing in the capital markets rose ‘substantially over this period, 
reaching record high levels in 1957. 

Smaller corporations also increased their borrowing, particularly in 
maturities over 1 year. More than one-third the increase in long- 
term borrowing by corporations with assets under $5 million was from 
banks. Short-term bank borrowing by these corporations rose at a 
slower rate than such borrowing by larger corporations, although 
the increase represented about the same proportion of short-term out- 
lays (inventories and net receivables) as at larger corporations. More- 
over, smaller corporations added to their holdings of cash and Govern- 
ment securities between 1955 and 1957, but corporations with assets of 

$5 to $100 million reduced their holdings of such liquid assets. 

Data comparable to those in table 4 are not available for size of 
business within various manufacturing industries. Thus it is not pos- 
sible to determine whether uses of funds for expansion were greater 
among large businesses than among smaller businesses in industries 
not r: apidly expanding as well as in those showi ing marked growth. 


LOAN MATURITY 


In both 1955 and 1957, short-term loans were predominant in the 
business loan portfolios of member banks for all size groups of bor- 
rowers. Between 1955 and 1957, however, term loans (maturities over 
1 year) expanded much more than loans with shorter maturities, and 
the ratio of term to total loans at all member banks rose from 34 to 
38 percent, as shown in table 5. Movements in short-term loans be- 
tween 1955 and 1957 varied considerably among borrower size groups, 
and were the principal factor accounting for the size-of-borrower 
differences in behavior of total loans over this period. 
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The rise in the proportion of term loans, generally both those with 
intermediate maturities (1 to 5 years) as well as those with long 
maturities (over 5 years), occurred only among businesses with assets 
of less than $25 million. The smallest borrowers (assets under 
$50,000) showed the largest rise, from 39 to 46 percent, and in 1957 
they had the largest proportion of term borrowing of any size group 
except businesses with assets of $25 to $100 million. However, the 
smallest borrowers also experienced a decline in the dollar amount of 
borrowing at short maturities (1 year or less) between 1955 and 1957. 

Businesses with assets of $25 million or more, which had the largest 
proportions of loans with maturities over 5 years in 1955, increased 
their short- and intermediate-term borrowing most between 1955 and 
1957, and the proportion of their long maturity loans declined. For 
businesses with assets of $100 million or more, growth in short-term 
loans accounted for two-thirds of the increase in their total bank bor- 
rowing over this period. 

For borrowers with less than $25 million of assets, the ratio of 
terms to total loans rose between 1955 and 1957 at all size classes of 
banks, but most at the largest and smallest banks, as shown in table 6. 
For the largest businesses, particularly those with assets of $100 mil- 
lion or more, the decline in the proportion of term loans was mainly 
at big banks where these businesses do the bulk of their bank borrow- 
ing. In general, these banks also were more affected than smaller 
banks by changes in the availability of reserve funds over this period. 


TasLeE 6.—Term loans as a percentage of business loans at member banks, 1955 
and 1957, by size of borrower and size of bank 


Size of bank (total deposits, in millions of dollars) 





All banks 
Size of borrower (total assets, in Under $10 | $10 to $100 |$100 to $1,000} $1,000 or 
thousands) | more 


| | | 
1955 | 1957 5. 9 55 | 1955 1957 





All sizes! 33.9 38.0 





Less than $50_.....-- a e 38. 7 
$50 to $250___- oh ‘ . _.| 29.9 
$250 to $1,000____.____- 

$1,000 to $5,000_...-...--- . 
$5,000 to $25,000__. S43 : eae t 39.1 | 
$25,000 to $100,000... _- ba nidoninahse Gant 2 | 47.7 | | 1é 
$100,000 and over_-_._- e ee .5 | 40.3 | 10.6] 6. 


smoONON o 





CO tr OD OF 


113.7 | ; 
us 


1 Includes a small amount of loans for borrowers whose size was not ascertained. 


So 


j 
| 


The more rapid growth between 1955 and 1957 in term loans than in 
short maturities for small and medium-size businesses reflects the in- 
creased outlays during this period for expansion of plant and equip- 
ment requiring relatively long-term financing. Smaller borrowers in 
particular, whose access to financing through the securities markets 
is limited, relied to a considerable extent on banks to supply inter- 
mediate- and long-term funds for these purposes, although they ex- 
panded productive capacity less than large businesses. That banks, 
in a period of credit restraint, were willing to expand term loans to 
smaller borrowers more rapidly than short-maturity loans may re- 
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flect, in part, the fact that these loans were largely installment loans 
bear’ ing relatively high rates of interest or loans secured by real estate, 
It may also indicate that small borrowers were making increased ug 
of trade credit to meet short-term needs, as suggested by the large 
rise in net receivables of large corporations referred to earlier. 

The emphasis on short- term bor rowing by large businesses between 
1955 and 1957 suggests that they satisfied a greater proportion of their 
long-term financing needs through the securities markets. As prey: 
iously indicated, large manufacturing corporations increased their 
term borrowing from nonbank sources five times as much as their 
term borrowing at commercial banks. They may also have increased 
their short-term borrowing from banks to tide them over until condi- 
tions for long-term financing in the securities markets became more 
favorable. In view of their high credit standing, large businesses 
probably could do this with assurance that their notes would be re. 
newed for as long as they needed the funds. The record volume of 
corporate securities issued in 1956 and the first 9 months of 1957 
would have permitted substantial retirement of short-term interim 
financing prior to the October 1957 survey date. 


SECURED VERSUS UNSECURED LOANS 


In both 1955 and 1957, the bulk of the dollar amount of loans out- 
standing to small borrowers was secured by collateral, endorsed, or 
guaranteed by someone other than the borrower. In contrast, only 
about one-sixth of the loans to the largest borrowers was secured, as 

shown in table 7. The proportion of secured loans rose slightly be. 
tween 1955 and 1957 for all size classes of business except the smallest, 
that is, firms with assets less than $50,000. Secured loans to small 
borrowers, on the average, were larger than unsecured loans, but in 
the case of larger borrowers, secured loans tended to be smaller than 
the unsecured. 

Emphasis on security varied with maturity of loan, but was greater 
for small borrowers than for larger borrowers in all maturity ranges. 
Of the outstanding short-maturity loans, preferred by banks for rea- 
sons of both safety and liquidity, only 44 percent was secured in Oc- 
tober 1957. The percentage ranged by size of borrower from 13 per- 
cent for those with assets of $100 million or more to 66 percent for 
those with assets less than $50,000. Over three-fifths of the inter- 
mediate- and long-maturity loans was secured. Nearly every loan 
with a maturity of more than 5 years to borrowers with assets less 
than $1 million in October 1957 carried some kind of security, gen- 
erally real estate, but two-thirds of the number and nearly one-third 
the dollar amount of loans to the largest borrower group also were 
secured. 

Collateral or other security was required somewhat less at smaller 
than at larger banks on short-term loans to most smaller borrowers. 
On term loans to these borrowers, and on loans in all maturity ranges 


to larger borrowers, the secured proportion was about the same at all 
sizes of banks. 
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The 1955-57 rise in the proportion of secured loans for most bor- 
rower size groups shown in table 7 is largely attributable to more 
rapid growth over that period in types of loans on which security 
requirements previously had been relatively high. For smaller bor- 
rowers, there was a more rapid expansion in term borrowing than in 
short-term borrowing. For larger borrowers, there were differential 
rates of growth in loans among industries—for example, more rapid 
expansion in loans to public utilities than to sales finance companies. 
It does not appear that banks appreciably altered their emphasis on 
security as credit availability became more restricted. 


Taste 7.—Relation of secured loans to total business loans of member banks, 
1955 and 1957, within size-of-borrower groups 





Amount Number 


Secured loans Secured loans 
Total loans Pale) eS 
Size of borrower (total | (in millions | (in 
assets, in thousands) | of dollars) Millions of | Percentage | thousands) Percentage 
dollars of total for of total for 
| size group size group 


| 1955 57 | 1955 1957 | 1955 | 1957 | 1955 | 1957 BE 1955 1957 


| 
— anes — ———E 


All sizes 1.____.......|30, 805 |40, 618 |15, 700 |20, 426 | 51.0 | 50.3 |1, 185 |1, 281 67.4 | 
Less than $50 - ..-| 1,501 | 1,456 | 1,191 | 1, 79.3 . 503 | 505 : 69.0 
$50 to $250__- | 4,505 | 5,256 | 3,374 | 4,023 | 74.9 | 76. 415 | 494 65. 1 
$250 to $1,000 | 5, 05 2 | 3,452 , 543 | 68.2 2. 126 | 158 | | 63.3 

| 59. 

| 

| 


5,051 | 6, 
$1,000 to $5,000 5, 586 | 6,775 | 3,296 | 4, 59. 38} 48| 22 29 | 58.6 
$5,000 to $25,000 ; 742 | 5, 913 , 996 | 2,661 | 42. 
$25,000 to $100,000 3, 240 | 4, 89 828 | 1,381 | 25.6 
$100,000 or more ..__..| 5,207 | 8,815 | 784 | 1,546 14. 


13 > | 39.3 


5 29.0 
6 2 | 37.8 





| «| 
"74 


1Includes a small amount of loans to borrowers whose size was not ascertained. 








SIZE AND LOCATION OF BANK 


Small businesses borrow from both large and small banks, but 
large businesses, of necessity, borrow primarily from large banks, as 
shown in table 8. To a limited extent, large businesses also borrow 
from small banks, often through participation arrangements between 
small banks and their large city correspondents. 
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TABLE 8.—Relative size of business borrowers at member banks, by size of 
bank? 


————. 


Size of bank (total deposits in millions 
of dollars) 




















Size of borrower All banks | i S 

| rs 
| Under 10| 10 to 100 | 100 to | 1,000ang 

| 1,000 over 
ne se—epares —as — tt 
Amount outstanding, Oct. 16, 1957 (in millions of 

dollars) 

> ss .. cs 1 ———— 
All borrowers 2... ee be a 40, 618 1, 684 6, 439 14, 192 | 18, 304 
Small_.......- 5 hud bende chal 7, 001 792| 2082] 2613] ihy 
Medium....- : : ; 17, 706 814 | 3, 446 6, 686 | 6, 76] 
Large....- : = ‘ 14, 704 38 | 715 | 4,517 | 9, 434 


i 6 neh ~ | 


es 


| Percentage distribution within size-of-borrower 


group 
j | | | 
All borrowers 3... - ina ae jonkee 100.0 | 4.1 | 15.9 | 34.9 | 45.1 
Small. _.__- ; 100. 0 11.3 29.7 37.3 21.6 
Medium. .-_-- ; = : 100. 0 4.6 19.5 37.8 38,2 
Large_...- ‘ ; 100. 0 3 4.9 | 30.7 64.2 
| 








Percentage increase, or decrease (- 
outstanding, 1955-57 


All borrowers ?__...- ies 31.9 | 12.0 ; 21.7 27.4 | 42.2 
ett so 3 : sake Ra ated 10.6 | 5 0 0 | 11.3 | 10. 3 | 13.5 
Medium. _.. : : 28.0 22.9 | 26. 4 | 25. 5 | 32.0 
Large...... os pai.ah 50.7 —1.8 8 | 31.2 | 38.7 | 50.3 


1 For classification of borrowers by relative size, see appendix A. 
? Includes a small amount of loans for borrowers whose size was not ascertained. 


Growth in business lending between 1955 and 1957 varied with size 
of bank, ranging from 12 percent for banks with deposits of less than 
$10 million to 42 percent for banks with deposits of $1 billion or more. 
The rapid growth at large banks reflects mainly the relatively rapid 
growth in finance ing needs of large businesses associated with expan- 
sion of productive ¢ capacity. Loans to large businesses rose much 
faster at the largest banks than at banks in any other size class, 
Loans to small businesses at large banks also went up more than loans 
to smaller businesses at smaller banks. Within bank size classes, loan 
growth varied with size of business. At the smallest banks, loans to 
small businesses showed the least growth, increasing only 5 percent, 
or about one-third the rate at the largest banks. These small banks, 
located to a large extent in agric ultural communities, account for only 
about one-tenth of total bank lending to small businesses. 

Pressures of monetary restraint varied with size of bank, being 
more at large banks and less at smaller banks. Large banks had little 
deposit growth between 1955 and 1957. To expand loans, they sub- 
stantially reduced their holdings of United States Government 
securities and their excess reserves and borrowed from the Reserve 
banks. In general, at smaller banks, deposit growth was greater and 
there was less resort to reductions of Government sec urity holdings 
and excess reserves, and to borrowing from the Reserve banks. 

The slower growth in loans to small than to larger businesses re- 
flects both a slower growth in total loans at small banks, which lend 
primarily to small businesses, and a slower growth in loans to small 
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than to larger businesses within size classes of banks. It does not 

appear that monetary restraint was a major factor contributing to 
a. relatively slow growth in total business loans at smaller banks. 
However, monetary “restraint may have contributed, to some extent, 
to the slower grow th in loans to small than to larger businesses within 
the various size classes of banks, particular] the larger banks, al- 
though the evidence from the loan surveys dour is not sufficient on 
this point. 

Banks located in areas of rapid industrial expansion, such as the 
San Francisco, Cleveland, and Chicago Federal Reserve Districts, 
generally increased business lending the most between 1955 and 1957. 
These areas also showed relatively large increases in loans to small 
businesses, as shown in table 9. Business loan expansion also was 
high in the New York district, reflecting in large part extensive lend- 
ng by New York City banks to large industrial enterprises in other 
parts of the country as well as New York. The districts showing 
the smallest growth in total loans, namely Dallas and St. Louis, were 
the only districts in which loans to small businesses declined. It 
would appear that a major factor governing regional differences in 
loan expansion to small businesses and to businesses generally between 
1955 and 1957 was the regional pattern of economic activity and 
related credit demands. 


TABLE 9.—Regional change in business loans of member banks, 1955-57, by 
relative size of borrower?’ 


[Percentage increase, or decrease (—), in amounts outstanding] 


Relative size of borrower 
Federal Reserve district All borrow- 
ers 2 
Small Medium Large 


10. 


28.0 50.7 





Boston 

New York... 
Philadelphia. 
Cleveland. 
Richmond. - - 
Atlanta_. 

Chicago 

St. Louis___ ; 
Minneapolis _ __ -- 
Kansas City... ; , 29. 5 
Dallas__.- =— . 6 7 21.1 
San Francisco__ oot 


23. 8 36.8 
28. 5 55. 0 
16. 18.4 

y 65. 1 
24. 32. 1 


er ee 


33. 3 


ee er || o 


a 


1 For classification of borrowers by relative size, see appendix A. 
* Includes a small amount of loans for borrowers whose size was not ascertained. 


INTEREST RATES 


It has long been recognized that small businesses generally pay 
higher interest rates on bank loans than large businesses. Average 
interest rates on member bank loans made after June 30, 1957, and out- 
standing on October 16 of that year ranged from 4.4 percent on loans 
to the largest borrowers to 6.5 percent on loans to the smallest, as 
shown in table 10. Between the summer of 1955 and the summer of 
1957, when average interest rates on all new loans rose from 4.2 to 4.9 
percent, average rates on short-term loans to large borrowers rose twice 
as much absolutely, and even more relatively as on loans to small bor- 
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rowers. Rates on longer maturities also generally rose more for larger 
borrowers but the growth differences were less. 

As a result of these differences in rate changes, the spread in rates 
between the largest and smallest businesses declined from 2.5 per- 
centage points in 1955 to 2.1 percentage points in 1957. In the short 
maturities, where the largest volume of loans is made, the spread 
declined from 2.3 to 1.7 percentage points. During this 2-year period, 
bank requirements that borrowers maintain compensating balances also 
became more widespread and more stringent. Since these require. 
ments apply mainly to large borrowers, it is likely that differences in 
effective interest rates charged large and small borrowers narrowed 
even more than the pure interest rate data indicate. 


TABLE 10.—Interest rates on member bank loans to business, 1955 and 1957, ty 
size of borrower and maturity of loan 


[Average rates on loans made between July’l and survey date. Percent per annum.) 





















































1955 1957 Net increase, 1955-57 
Size of borrower Short- | Inter- | Long- | short- Inter- | Long- | Short- | Inter- | Long. 
(total assets, term | medi-| term term | medi-| term term | medi- | term 
in thousands) All |(1 year} ate- | (over | All |(1 year} ate- | (over | All j(1 year) ate- | (over 
loans or |term!| 65 |loans| or |term]| 5 floans| or | term| § 
| less) | (1 to 5 | years) less) | (1 to 5| years) less) | (1 to 5 |years) 
| years) | years) years) 
ss cisbaaiiiaglivos igi sancinnscr nies aeds-iced eve Tamil int apts iene 
AN sioes 1...| 4.2 | 4.2 4.9 4.1 | ao | 5.0 6.7 | 4.7) 0.7 | 0.8 0.7 0.6 
Less than $50.....| 5.8| 5.5| 7.9| 52) 65| 61] 8&7] 58| .7] .6 8} 6 
$50 to $250.....---| 5.1 5.0 6.2 5.0]; 5.7 5.6 7.1 5.6 6 .6 -8 6 
$250 to $1,000......| 4.6) 4.6 5.2 4.8) 5.4 5.4 6.0 5.4 8 -8 8 -6 
$1,000 to $5,000 ad 4.1 4.1 4.6 4.3) 5.1 5.1 5.7 5.1 1.0 1.0 1.1 38 
$5,000 to $25,000_..| 3.7 3.7 3.9] 41] 48 4.8 4.9 4.8 1.1 1.1 1,1 7 
$25,000 to $100,000.| 34] 34] 39) 36/45] 46] 46] 43] Li] 12 72) ae 
$100,000 and over-.| 3.3 3.2 3.2 3.6) 4.4 4.4 4.4 3.9 1,2 1.2 1,2 3 








1 Includes a small amount of loans for borrowers whose size was not ascertained. 


Interest rate differences relating to differences in loan maturity 
were pronounced only among smaller businesses, particularly those 
with assets of less than $5 million. These borrowers paid higher rates 
in both years on loans with 1 to 5 year maturities than on either short- 
term or long-term loans. In part, this differential reflects financing 
of purchases of machinery and equipment by installment loans carry- 
ing relatively high effective interest rates. These loans, which many 
banks administer through their consumer installment loan depart- 
ments, ordinarily carry interest rates more comparable to those on 
consumer durable goods installment paper than on ordinary business 
loans. Most of the longer term loans to smaller businesses in 1957 
were real estate loans which, on the average, were considerably larger 
than installment loans and carried lower interest rates. Rates charged 
the largest borrowers in all maturities were close to the prime rate 
in both 1955 and 1957.4 

A major factor in interest rate differences by size of borrower is 
the wide variation in rates by size of loan. Loan size generally cor- 
responds with size of borrower. Average rates on loans outstanding 
on October 16, 1957, varied from 4.4 percent on loans of $500,000 or 





“The prime rate charged by leading commercial banks on loans to businesses of the 
highest credit standing was raised between July 1 and the survey date in both 1955 and 


1957. It went up from 3 to 3% percent in August 1955 and from 4 to 4% percent in 
August 1957. 
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more to 6.7 percent on loans less than $10,000. This is attributable in 
art to the fact that the costs of making and administering a loan, 
which must be recovered through the interest charge, tend to be a 
higher percentage of the principal amount of small loans than of large 
Joans. 

Rates varied inversely with size of loan for large borrowers as well 
as small borrowers. However, for a loan of any given size, small 
borrowers paid a higher rate than large borrowers in both 1955 and 
(957, presumably because of the higher risks ordinarily associated 
vith lending to smaller firms and the higher administrative costs per 
dollar of loan. In October 1957 outstanding loans in all size ranges 
to the largest borrowers carried interest rates 1 percentage point or 
more lower than the same size loans to the smallest borrowers. Be- 
tween 1955 and 1957 average rates on loans to businesses with assets 
of $5 million or more rose 1 percentage point or more in nearly all 
loan sizes. Average rates rose only about one-half percentage point 
in all loan sizes of less than $50,000 to borrowers with assets less than 
$250,000, but these were the loan categories for which average rates 
generally were highest in both 1955 and 1957. 

Most borrowers pay about the same rate of interest on their loans 
regardless of the size of bank from which they borrow, as shown in 
table 11. The major exception is that rates on loans to small busi- 
nesses are slightly higher at large than at small banks, reflecting in 
part relatively more lending by these banks on longer term higher 
interest bearing installment loans. Between 1955 and 1957 all size 
dasses of banks raised rates less on loans to small businesses than on 
loans to large businesses. 


Taste 11.—Sizé-of-bank variations in interest rates on business loans, by size 
of borrower 


[Average rates at member banks, Oct. 16, 1957, and net increases, 1955-57. Percent per annum] 


Size of bank (total deposits in millions of dollars) 


Size of borrower Average interest rate, Oct. 16, 1957 Net increase, 1955-57 

ge Rd ee yh o4p Sib) £5 

thousands) | | | | | | 

All | Under | $10 to | $100 to! $1,000 | All | Under | $10 to | $100 to | $1,000 

| banks $10 | $100 $1,000 | and banks $10 $100 $1,000 and 

| ; over | | over 
| 


} } 

All borrowers !___ 9 | 

less than $50__..___| 

to $260.........- 

2250 to $1,000______- 

$1,000 to $5,000___ 5.1 | 

$5,000 to $25,000___- 
| 


= 
S 


COMO UAHAI 


.- 


bo Or CO me CO 
. 


NK DOOAIAIan 





SCacaceoe 


£25,000 to $100,000___| 
$100,000 or more____| 


Be On ONO a 


Noon r acu 

PROVO on 
ooo Oo 
Saomwow-310 


“toe oa 
— 


So 
~ 


| 


\ 


| 


‘Includes a small amount of loans for borrowers whose size was not ascertained. 


| 
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Although average interest rates were considerably higher on loans 
tosmall borrowers than on loans to large borrowers, an appreciable 
volume of small business lending was at rates typical of those charged 
large businesses. In October 1957, when the largest proportion of 
both dollar amount and number of loans to businesses with assets of 
$25 million or more had interest rates of 4 to 4.99 percent, 38 percent 
of the loans to businesses with assets of $250,000 to $25 million and 
ll percent of the loans to businesses with assets of less than $250,000 
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also carried rates within this range. Conversely, only a small dollay 
amount but an appreciable number of loans to large businesses fell jp 
the 6- to 7.99-percent range, where the number and dollar amount of 
loans to small borrowers was particularly heavy. 

There are indications that 6 percent may represent, in the case of 
some banks at least, an effective rate ceiling on loans to small borroy. 
ers. This is suggested by the eae concentration of loans to small 
borrowers in the 6- to 8- -percent range in both 1955 and 1957 and by 
the fact that within this range the average interest rate on loans to 
small borrowers approximated 6 percent in both years. In many 
areas of the country, usury laws and banking tradition prevent 
nominal or stated rates from going above 6 percent. 

One possible 1 ‘esult of such limitations during a period of rising in- 
terest rates is to reduce the relative pr ofitability of loans previously 
made at ceiling levels as rates on loans previously made below those 
ceilings are raised. Most affected by these limitations are loans, par- 
ticularly short-term loans, on which the effective interest rate is "close 
to the nominal or stated rate subject to the ceilings. On installment 
loans with interest calculated on original amount of the loan, however, 
effective rates generally are close to ) twice the nominal or stated rates 
In many juri isdictions, the applicable ceiling on such loans is the 
nominal rate rather than the effective rate. It is perhaps significant 
that short-term loans to small borrowers showed least growth or de- 
clined between 1955 and 1957, whereas those with intermediate maturi- 
ties, mainly installment loans, rose considerably. 


LOANS TO NEW BUSINESSES 


Information was obtained in the October 16, 1957, survey on loans 
to new businesses, that is, businesses formed within 24 months bofere 
the survey. On the survey date, member banks had 107,000 loans 
totaling nearly $2 billion outstanding to these relatively new busi- 
nesses, as shown in table 12. These loans accounted for 5 percent of the 
amount and 8 percent of the number of all outstanding member bank 
loans to business. Three-fifths of the number but less sthan one-third 
of the dollar amount of these loans was to trade and service firms, 
but manufacturing and mining and real estate concerns also accounted 
for a substantial share. 
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Taste 12.—Loans to new businesses in relation to total member bank loans to 
business, Oct. 16, 1957, by business of borrower 


oe | 


Amount Number | Percentage distribution 


In millions of In thousands| | Amount Number 

dollars New as New as 

Business of borrower a per- eC ee 
icentage centage 

All New of all All | New| ofall All |New] All | New 

busi- | busi- | busi- | busi-| busi-| busi- | busi-} busi-| busi-| busi- 

nesses jnesses !| nesses |nesses} nes- | nesses |messes} nes- {nesses} nes- 

ses ! ses } ses! 


| 
—— —_——— | a 


All businesses - - - - - acacusens| Sy Gee 1, 992 1, 281 107 4 }100.0 |100.0 {100.0 | 100.0 
Manufacturing and mining--_-_| 16, 144 3. 211; 13 .4 | 39. 24.6 | 16.5] 12.6 
Trad a 8, 386 ; 507 42 4} 20. 17.4 | 39.6 39.6 
Others: 
Sales, finance companies.__| 3,095 ' 12 1 y2 : \ 9 .6 
Transportation, communi- 
cation, and other public 
utilities nasssuasecaceer ae 49 
Construction _.. 1, 980 180 
Real estate. _..-- 2, 976 358 
Service firms _.| 2,262 
All other nonfinancial busi- 
sac ccndasccacsccasicy “Syeee 111 6.9 





gues 














1 Businesses formed within 24 months before Oct. 16, 1957. 
Note.— Details may not add to totals because of rounding. 


As might be expected, most of the new businesses borrowing these 
funds ewre uincorporated and relatively small. Businesses with as- 
sets of less than $250,000 accounted for nearly 90 percent of the num- 
ber but less than one-third the dollar amount of all loans to new busi- 
nesses, as Shown in table 13. New businesses borrowed to a greater 
extent on term loans than established businesses and a much higher 
proportion of their loans was secured. Average interest rates were 
less than one-third of 1 percent higher on loans to new businesses than 
on loans to established businesses in all size groups. 


Taste 13.—Selected loan and borrower characteristics of member bank loans to 
new and established businesses 


{Percentage of loans outstanding to each type of business, Oct. 16, 1957] 


—y— _ _ — — — — 


New businesses ! Established businesses 
Characteristic 


Amount Number Amount 
loans to borrowers with assets of less than $250,000. -- | ; 87. 15.8 
loans to unincorporated businesses - -- E 71 18 6 
Term loans-__.-.____- i Ss f 38 37.6 
SS MOND. Saccsuasaccuivets 72.0 | 49.0 


! Businesses formed within 24 months before Oct. 16, 1957. 


23855—58——27 
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Apprenpix A 


Classification of borrowers by industry and relative size 


Size (assets, in thousands of dollars) 
Industry 








a 
Small Medium Large 


is 


Manufacturing and mining: 





Food, liquor, and tobacco_._---...-.---- Under 1,000...._| 1,000 to 100,000. __ 100,000 or more, 

Textiles, apparel, and leather--_---- Octo 1,000 to 25,000__- 25,000 or more, 

Metals and metal Beene oo. | Under 5,000- 5,000 to 100,000 - - 100,000 or more, 

Petroleum, coal, c a and rubber---| 2 Te i ic : Do. 

All other__._ beled. d-< es ..-| Under 250.---- 250 to 25, 000__. 25,000 or more, 
Trade: 

Retail trade___._.-.-- See eee 50 to 1,000__- - 1,000 or more, 

Wholesale trade_.--- seeuae Under 250--- 250 to 5,000_-.--- 5,000 or more, 

Commodity dealers... ---._- cade in MDa dn ik SO noc anl cmnness Do. 
Other: 

Sales finance companies_._-.......-- Under 5,000- ..-- 5,000 to 100,000- -.. 100,000 or more, 

Transportation, communication, and other] Under 50.....-- 50 to 100,000_..--.--- Do, 

public utilities. 

COIS a disc tn din 5. snd soca - | nc ancdcddho cnn h  Leeee> soe ‘ 1,000 or more, 

BO i ckb x; chuhaundnadcecsuky __...--| Under 250.......] 250 to 1,000- Do. 

Be Rik ca naien traianiead « ciebnae Under 50.......- 60 to 1,000........... Do. 

All other nonfinancial business............|----- i ck d de onc hp AR emilee dene ied Do, 





AppeNnpIx B 


Survey or BANK LOANS FOR COMMERCIAL AND INDUSTRIAL PURPOSES OUTSTANDING 
ON OCTOBER 16, 1957 


This survey is designed to provide information on bank loans made for com- 
mercial and industrial purposes outstanding on October 16, 1957. Please com- 
plete this reporting form according to the following instructions and mail it to 
your Federal Reserve bank not later than October 30, 1957. 

For your convenience a column has been provided on the form for the names of 
the borrowers whose loans are reported. Before submitting your report detach 
this column. Please save it for 60 days so that if the Federal Reserve bank has 
a question concerning any particular loan which you report, the loan can be 
readily identified by you from the detached sheets. 

All information which you report will be held in strict confidence. The results 
of the survey will be published only in the form of totals for groups of banks. 


Loan coverage 


You are being asked to make a report on all of your loans for business purposes 
made to individuals, partnerships, or corporations, whether secured or unsecured, 
whether for the purpose of financing capital expenditures or current operations, 
and irrespective of their normal classification for call report purposes. 

Be sure to include commercial and industrial loans carried in GI or installment 
loan departments. These loans should be classified in schedule A, item 5, of the 
eall report. No matter where they have been classified for call-report pur- 
poses, however, they should be included in the survey. Omission of these loans 
from your report could cause the survey results to understate seriously the 
volume of bank loans to small business. 
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Reporting procedure 

Caution: It is absolutely essential that you follow the instructions and do not 
make any changes in the procedures for selecting the loans you report. 

1. Separate or identify in your loan files in any fashion convenient for you 
each of the following groups of loans: 

Group A—Open market paper (for a definition, see box on top of next page). 

Group B—Real estate loans for commercial and industrial purposes. 

Group C—AlIl other loans for commercial and industrial purposes, including 
small installment loans. 

2. Total the amount of loans outstanding on October 16, 1957, in each of these 
groups and enter the totals in the box on the top of the next page. 

8. No further information is requested on the paper reported in group A. 

4. For groups B and C report the detailed information requested on the form 
for each such loan outstanding on October 16, 1957. 

If your bank is a branch institution, the same procedure should be followed 
at each branch. Branch reports should be consolidated at the head office before 
submission to the Federal Reserve bank. The figures in the box should cover 
the entire bank. 
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III. COMMERCIAL BANKS? 


Commercial banks are, by far, the largest single institutional sup- 
pliers of funds to small business.? Data from the business-loan sur. 
vey indicate that in October 1957 member banks had outstanding to 
small businesses 685,000 individual loans involving $6.9 billion. More 
than any other single group in the financial community, commercial 
bankers have close connections with small-business men, both through 
their boards of directors and customers. Thus, they are familiar with 
the activities and problems of small businesses from daily contact. 

For these reasons, in any attempt to analyze the various sources 
of financing of small business, it is, obviously, of importance to con- 
sider the nature of commercial-bank activity in this field. The ap- 
proach to the question has been twofold. Considerable detailed data 
have been derived from a statistical survey of business loans outstand- 
ing at commercial banks as of October 16,1957. This survey provides 
basic benchmark information on the magnitude and important at- 
tributes of loans to small business and, by comparison with a similar 


1 David P. Eastburn, vice president, Federal Reserve Bank of Philadelphia, and John J. 
3alles, assistant vice president, Federal Reserve Bank of Cleveland, prepared this report. 
They also participated in the planning of the survey and in the interviewing. System 
staff associated with them in directing the interviewing and reporting the results are as 
follows: 

Federal Reserve Bank of Boston ; Paul S. Anderson, assistant financial economist, Weston 
Bonney, examiner; Federal Reserve Bank of New York, Lawrence S. Ritter, economist; 
Federal Reserve Bank of Philadelphia, Lawrence C. Murdoch, Jr., assistant economist; 
Federal Reserve Bank of Cleveland, Oliver H. Jones, senior economist, and James E. Wert, 
senior economist ; Federal Reserve Bank of Richmond, R. Pierce Lumpkin, senior economist; 
Federal Reserve Bank of Atlanta, Harry Brandt, financial economist; Federal Reserve 
Bank of Chicago, Harold L. Cheadle, senior economist, Otis Radford, manager, credit 
department, Detroit branch, and Theodore H. Schneider, economist ; Federal Reserve Bank 
of St. Louis, Norman N. Bowsher, economist, Delbert C. Hastings, manager, research de 
partment, and William E. Walker, assistant vice president; Federal Reserve Bank of 
Minneapolis, Oscar F. Litterer, business economist ; Federal Reserve Bank of Kansas City, 
D. R. Cawthorne, financial economist, and Lyle E. Gramley, financial economist; Federal 
Reserve Bank of Dallas, Leslie C. Peacock, financial economist; Federal Reserve Bank of 
San Francisco, Gault W. Lynn, senior economist. 

David O. Eastburn, vice president in charge of research, Federal Reserve Bank of Phila- 
delphia ; graduated Amherst College, 1942; master of arts degree, 1945; doctor of philos- 
ophy degree, 1957, University of Pennsylvania. He has been an instructor of finance at 
the University of Pennsylvania and lecturer at the School of Banking of the South and the 
School of Banking at the University of Wisconsin ; has been with the Federal Reserve Bank 
of Philadelphia since 1942, contributing to the bank’s publications and speaking on financial 
and economic topics. 

John J. Balles received bachelor of science degree in commerce, 1942, and master of arts 
degree in economics, 1947, University of lowa; doctor of philosophy degree in economics, 
Ohio State University, 1951. Subject of his doctoral dissertation was Federal Reserve 
Monetary Policy in Transition, 1940-50. At the time Mr. Balles joined the staff of the 
Federal! Reserve Bank of Cleveland in 1954, he had been for some time an assistant pro- 
fessor of economics at Ohio State University. He is coauthor of a money and bankin 
text, Principles of Money and Banking, by Lindholm, Balles, and Hunter, published in 19 
by W. W. Norton & Co.; has made a number of contributions to the monthly business 
review of this bank, among the most recent of which are Loans to Business by Member 
Banks, May 1956 issue; Business Loans: Interest Rates and Loans to Small Borrowers, 
June 1956 issue; and Continuous Borrowing Through Short-Term Bank Loans, in the 
September 1956 issue. 

“For purposes of this report, as well as the business-loan survey, the definition of “small 
business” Was based on amount of total assets and varied among types of businesses. For 
example, in retail trade, any concern with total assets of less than $50,000 was considered 
small; in the manufacture of metal products, a small business was any concern with total 
assets of less than $5 million. While these definitions may appear somewhat arbitrary, 
they were derived from careful study of the nature of various types of businesses, and are 
greatly preferable to any standard applying uniformly to all types of businesses. Siz 
classifications used in the definition are included in survey II, appendix A, p. 392, and are 
discussed in more detail in pt. I, Background Studies, study 6 (Stockwell), p. 150. 
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survey made in 1955, makes possible analysis of changes in bank 
fnancing of small business during the period of monetary restraint. 
This information is presented in a separate report.® 

To supplement these data, it was decided to draw upon the knowl- 
alge and experience of commercial bankers through interviews. This 
was undertaken with full appreciation of the shortcomings and pit- 
falls of such an approach. It was recognized, in the first plac e, that, 
while some facts and figures could be obtained, they would neces- 
sarily be limited to those readily available to the banker during the 

riod of the interview. ‘The facts so obtained and presented in fol- 
aling pages should be interpreted with this in mind. Analysis 
indicates that they are not always internally consistent, nor do they 
always agree with known facts from other sources, such as the busi- 
ness- Joan | survey. Secondly, the interviews were designed to provide 
a considerable amount of qualitative information. Among other 
things, they inquired into bankers’ policies with respect to loans to 
small business, their attitudes toward such lending, and their judg- 
ments as to reasons for various developments, such as changes in the 
demand for loans. This type of information can at times be mislead- 
ing and difficult to interpret. Lending is a complicated process which, 
often, cannot be reduced to genet ralizations. Moreover, answers can 
be influenced by subjective value judgments and by a desire to tell 
interviewers what the respondents themselves would like to believe 
isthe case. This is not to question at all the motives or integrity of 
bankers interviewed, but simply to warn that such may be the nature 
of any opinion survey. 

Despite these possible shortcomings, it was decided that interviews 
with bankers could shed considerable light on the attitude and ap- 
proach of bankers toward small- business lending, on the nature of 
specific kinds and forms of financing, and on the reaction of banks 
toward small-business lending during the period of monetary re- 
straint. Accordingly, a questionnaire was designed to elicit this 
information, and interviewers from each Federal Reserve bank pro- 
ceeded to talk with bankers representing over 670 institutions.“ The 
interviews varied, but few were consummated in less than 2 hours, 
and many required considerably more time. Frequently, they in- 
volved several officers in a given bank and extended beyond commer- 
cial-loan departments into consumer credit and other specialized 
departments. 

he banks to be interviewed were selected by each Reserve bank in 
a manner designed to produce the most accurate and representative 
results possible. While the sampling procedure varied in minor de- 
tail among Reserve banks, in general it followed the principle of ran- 
dom selection within major strata. Federal Reserve districts were 
first divided into areas according to size—metropolitan areas with 
population of more than 500,000, ‘Mnetropolit: in areas with population 
of 50,000 to 500,000, and all other centers. Within these areas, banks 
(including nonmember banks) were divided into subgroups, accord- 
ing to the size of the bank. And, within these groups, banks to be 
interviewed were chosen at random. The sample, therefore, was de- 
signed to represent the various sections of the country, sizes of com- 


+See survey II, p. 371. 
*A copy of the ‘questionnaire is included in appendix A. 
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munities, and sizes of banks.’ In most cases, several banks in a com. | 1: 
munity were interviewed in order to give a cross-section view of the 
range of practices within a given community. Random selection of | — 
the particular banks interviewed should also tend to minimize biases, 
In total, the sample banks, as of June 1957, held slightly over one-half 
of the business loans outstanding at all commerci ial banks. me 
Unde 
INSTITUTIONAL FRAMEWORK OF LENDING TO SMALL BUSINESS | !%? 
bto Ii 
This section of the report deals with responses of banks to questions | 8% 
concerning their attitudes toward lending to small business, their | ®” 
attitudes toward lending to new business, the forms of credit extended 0 
to small business, and an analysis of rejections of loan applications om 
from small business. First, however, it may be helpful to review, 
briefly, some outstanding characteristics of the banking market and 
of commercial banks themselves. 15 
CHARACTERISTICS OF THE BANKING MARKET cen 
The type of economy in which each bank operates, of course, is 
never precisely like that of any other bank, and this fact should be oe 
borne in mind in generalizing about characteristics of the banking 
sm 
market. Yet it is clear that characteristics of markets fall into pat: 
terns depending, to a considerable extent, on size of community, | T™% 
Large centers contain a few very large businesses which account for | — 
a high proportion of total activity, but they also have many small 
concerns which, in the aggregate, account for a substantial volume of 
activity. W ith rare exc eptions, small communities, on the other hand, Fa 
contain small- and medium-size businesses. Me 
Some indication of the distribution of economic activity may be | 4f 


obtained from census data on population and retail trade. These 
statistics indicate, for example, that over one-third of the population 
is concentrated in a small number of cities of more than 250,000; still, 


one-fourth of the population is in towns smaller than 10 ,000 in size, | 0 
and these communities make up 93 percent of all populated centers. 
Similarly, a heavy concentration of total retail sales occurs in large | m 
cities, yet a substantial proportion takes place in small centers where | 1 
a large proportion of all retail establishments are located. ti 
A 


5A more detailed description of the structure of the sample is contained in appendix B 
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TaBLE 1.—Distribution of population and retail trade, by size of community 


[Percent] 


——— 
| Number of | Number of 
Population| commu- | Retail sales) retail estab- 
nities lishments 
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1§ cities. 


Sources: U. 8S. Department of Commerce; Census of Population, 1950, vol. II, pt. 1, p. 25; Retail Trade 
Census, 1954, United States summary, pp. 1-72. 


Furthermore, statistics in table 2 on the average size of establish- 
ment indicate that small business pervades all areas, large as well as 
small. 


TABLE 2.—Average number of employees, by type of establishment and size of area 


| | : 
Size of area | Retail firms | Wholesale | Selected 
firms | Service firms 


6.9 | .7 
All other centers -........-.-- SPeeipounhen J 34. | 
| ! 


Metropolitan areas with over 500,000 population etsaiail 
Metropolitan areas with population between 50,000 and | 


| 
7.5 | 


Source: U. S. Department of Commerce, Bureau of the Census, Census of Business, 1954. 


Characteristics of commercial banks 

As further background, brief consideration should be given to com- 
mercial bank characteristics which may be pertinent to small-busi- 
ness financing. Data in tables 3 and 4 indicate that a great propor- 
tion of bank deposits is concentrated in large banks and large cities. 
A substantial proportion, nevertheless, is held by small banks in 
small centers; and in point of numbers these banks are by far the 
most prevalent. Most banks, in other words, are themselves small 
businesses. 

Aside from the fact that most banks are oriented toward small 
business by virtue of the economy in which they operate, lending 
by small banks is, in effect, restricted to small business by law. For 
national banks and most State banks, loans to any 1 borrower can- 
not exceed 10 percent of capital and surplus. Small banks can, it 
is true, lend to large business by participating in loans with other 
banks, but loans on this basis do not account for a substantial pro- 
portion of total loans. 
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TABLE 3.—Distribution of number and deposits of insured commercial bank, } 
by size of community, as of Sept. 21, 1955 wh: 
[Percent] tha 
ae ii - ie fain hac ee eee Jar’ 
Number of inhabitants (in thousands) Number of nO 
banks deposits ing 
a mr as a a ee ee Bie ot rev 
PE Aen tt AR el pcinickbanmmis+>¢stanenbienetaureenaaabinescesebeeee 29.3 21 ma 
DIDO Diino nes ndidwdengagpacclavinadepuebebéccuseuskakaaicosetheeons 22. 1 43 
irda eneetnbnsd persaskandaisnadsssatenganansbpakn cunkbaasaawe 13.0 40 
Pra aGdsinavegenussachnag cbecenwdigpagissseaegeened eb latenssnonbinne 11.8 54 
BP antigen e ek sks<ukh pam doasseadshe Qebskngadeakedccen avabepeeneueee 9.4 25 
eg a oe Ae eatin ease aan 4.5 81 
SD hig sat oth an ko csdecs dbatendslscdedcnecusmaert isu eetiaa 3.0 6.1 , 
icra ticcharecniaads niveenchiocicsiehiadicnnsieodgis Lbikadaibnakcnilataaie 2.7 9.5 : 
oo vege dE nan e adams cabsnnnhedeckapebsnenemees 1.6 45 | Vir 
NE 1 00.35.52 2 3a cpitencinekiconkinbinonmbaacudkepaidte = sccaae eee 1.4 18.0 
1,000 and over-..- : 1,2 | 26.5 0 
mig a nt een 100.0 | 100 | 
Source: Annual Report of the Federal Deposit Insurance Duis for the year ended Dec. 31, 1955, 0 
pp. 78 and 68. Th 
TABLE 4.—Distribution of number of banks, deposits, average number of officers th 
and employees, and average capital accounts of insured commercial banks, by it 
size of bank, 1956 at! 
———— ———— ——_—____— $$$ un 
Number Bank Av erage Average si 
of banks deposits number br! capital 
Size of bank, total deposits (millions) (percentage | (percentage | officers and account th 
distribution) | distribution) | employees | (theusands nec 
| | | ae of dollars) 
I Slee rk Uk eh os a ee 12.3 0.6 6 | fil 
J i : ; 21.1 2.1 é 155 
Mae OG. 282s cc 33.1 7.3 10 293 ne 
SaeONs ss don, 16. 4 7.7 21 569 to 
OI sch ens 10. 4 10.6 46 1, 138 : 
OS WOE o 2. e cess cs 3.3 7.5 99 2) 44 ] 
pao e088 25a. ene ae 1.6 7.5 204 oo 
$100 to $500...___- 1.5 20.9 565 15, 967 ; 
$500 and over........._-_.----- Ira cndehEd hint 2 36.0 3, 343 136, 537 
MONB oniinst-sanednastdishassdsbbaocs 100.0 | 100.0 40 1,25 | Dp 
— —— L —____—_——— | r 
Source: Annual Report of the Federal Deposit Insurance Corporation for the year ended Dee, 31, 1956, Cs 
Dp. 125. AA 
e 
Necessity of minimum credit standards P 
. ° . . 0 
The attitude of bankers toward lending to small business is further | © 
influenced by the nature of commercial banking itself. Unlike other ( 
businesses, commercial banks have the power to deal in obligations that t 
are widely acceptable as money. The demand nature of banks’ liabil- 
ities imposes requirements of liquidity that strongly influence lending 
policies. Since any given bank operates largely ‘with the balances of 
its depositors, mistakes in credit judgments that result in losses to 
the bank may create doubts in the minds of depositors and result ina 
loss of public patronage. 
Banks are in business to make a profit by servicing their com- 
munities. To do so they must take risks. Like other corporations, | 


however, banks must also temper their desire to expand and to make 
larger profits by a need to protect their stockholders’ investment. 
Since most banks have a ratio of capital funds to total assets which is 
relatively low compared to most other lines of business, this considera- 
tion may be more important in banks than in some other businesses. 
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Finally, as a factor tending to set an outer limit to the credit risks 
which banks can accept, are the various banking laws and regulations 
that in general set minimum standards and which are designed in 
large part to protect depositors. As part of the mechanism for check- 
ing the compliance of banks with such laws and regulations, regular 
reviews and appraisals of bank loans and security holdings are 
made by the bank supervisory authorities. 


ATTITUDE OF BANKS TOWARD SMALL-BUSINESS LOANS 


The above information suggests that most commercial banks, by 
virtue of the environment in which they operate and their size, tend 
to be oriented toward small business. Various forces, however, make 
risk a very important consideration in lending decisions. 

This background is helpful in evaluating bankers’ responses to ques- 
tions involving their efforts to accommodate small-business borrowers. 
The prevailing attitudes expressed in interviews is a desire to “meet 
the legitimate needs of all creditworthy borrowers.” A few banks, 
it is true, indicated a passive or negative attitude. Riahiond for their 
attitude usually involved risk and cost considerations. They were 
unwilling to assume any significant degree of risk and believed that 
small business by and large are not “creditworthy.” Or they felt 
that costs involved in making small loans are too great and returns 
not adequate in relation to other types of loans. 

With these exceptions, banks generally expressed strong interest in 
financing small business. The familiar phrase, “meeting legitimate 
needs of all creditworthy borrowers,” turned up time after time, but 
took on more meaning when combined with further information. 
Perhaps the strongest reason advanced for this attitude was the im- 
portance of good relations between banks and small-business men. 
Bankers pointed out that their long-view interests lay in gaining and 
preserving the good will of smal] business. To some this ‘merely rep- 
resented desire for continuing good customer relations, but in many 
cases it reflected a consciousness of the fact that development of the 
community rested to a considerable extent on the bank’s fulfilling its 
proper function of supplying the necessary credit to foster economic 
growth. Bankers expressed a very real feeling of obligation to accom- 
modate credit requirements of local business, giving local concerns 
(the great majority of which are small) a competitive advantage in 
this respect over outside firms. Banks recognized that growth of the 
community, in turn, promises larger deposits and loans. These ex- 
pressions w ere not limited to small: country banks. Many large banks 
were anxious to extend branches into suburbs and outlying areas in 
which deposits come largely from small businesses and individuals. 
Finally, banks reiterated ‘the fact, borne out by statistics derived from 
the business loan survey, that small business, in the aggregate, is a big 
customer, and that many small businesses have good c redit ratings and 
are good profitable borrowers. 

Internal operations reflected this attitude toward small business. 
A few banks had special small-business departments, directed adver- 
tising specifically toward small business, or offered formalized coun- 
seling services. But these were the exceptions. On the other hand, 
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many banks emphasized the importance of their consumer credit 
departments as a source of small-business financing. It is likely that 
this aspect of the question has not received the attention it deserves, 
for many small businesses apparently obtain funds through persona] 
loans from banks. Through their consumer credit departments, banks 
also assist small business by purchasing paper from dealers. In the 
case of equipment paper, both the dealer and the purchaser of the 
equipment are likely to be small businesses. 

Most revealing of the attitude toward small-business lending, how. 
ever, was the position, frequently expressed, that size, per se, is not 
a major criterion in making lending decisions. Some bankers indi- 
cated that their loan officers might specialize i in certain types of loans 
or certain industries, but would handle small as well as large busi- 
nesses. Credit standards seem to prevail uniformly regardless of 
size of the business. In a few isolated instances, bankers reported 
lowering their standards in order to accommodate small businesses, 
Generally, however, the meaning of the phrase “meeting legitimate 
needs of all credit-worthy borrowers” is that bankers are anxious to 
lend to small business for the reasons cited above, and prefer such 
loans to many other outlets for funds, but only if small businesses 
can meet minimum standards of creditworthiness. While the inter- 
views did not develop statistics to prove the point, it seemed clear 
that in bankers’ experience many small businesses have more difficulty 
in meeting certain tests of creditworthiness than do larger businesses, 
Thus, the availability of funds for small business turns largely on 
banks’ credit standards and the specific forms and terms of loans 
made. 
ATTITUDE OF BANKS TOWARD LOANS TO NEW BUSINESS 


Before turning to the various forms of lending, however, additional 
light can be shed on bankers’ attitudes by describing their approach 
to loans to new businesses. Very few banks, probably less than 5 
percent of all those interviewed, apparently have a policy of not lend- 
ing to new businesses. Most of them were small banks in small com- 
munities. One reason given was that the major need of new busi- 
nesses is for equity capital, and this is not an appropriate use of bank 
funds. Another was that businesses must demonstrate satisfactory 
performance before they can qualify for consideration. 

Most banks, however, will lend to new businesses. For reasons 
much the same as those already given for their interest in lending to 
small business, many are active in promoting the establishment of 
new businesses in their communities. But they recognize that such 
loans are likely to involve more risk than loans to established con- 
cerns. Products or services of the new firm may not be proven, the 
firm itself has not demonstrated an ability to compete, and has no 
established record of borrowing and repayment habits on which the 
bank can judge its creditw orthiness. Among lines of business, some 
banks mentioned restaurants, taverns, and bars as presenting a par: 
ticularly large loss hazard, providing doubtful collateral, and involv- 
ing high mortality rates. As will be mentioned later in this report, 
the most frequent reasons which banks gave for rejecting applications 
from small businesses involved inadequacy of the owner’s equity in 
the business, poor earnings records, and questionable management 
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FINANCING SMALL BUSINESS 403 
ability. All are more likely to prevail in unproven new businesses 
than in established firms. 

Elements of risk, although usually greater than in established con- 
cerns, may be less in the case of firms recently under new manage- 
ment or ownership. Such concerns at least have a product, equip- 
ment, a labor force, and established trade relations by which the bank 
can measure credit worthiness. Ifthe new management is well known 
to the bank, the situation may be no different than in a loan to any 
other concern. But an unknown ownership or management intro- 
duces new potential risks. Also, the financial structure of the firm 
frequently has changed, sometimes for the worse. 

Because of the elements of risk, banks approach loans to new firms 
and firms under new management with caution, and this attitude re- 
flects itself in the forms and terms of loans. New businesses seldom 
ean obtain unsecured loans. They are likely to borrow on various 
kinds of collateral—stocks, bonds, mortgages, accounts receivable and 
endorsements are common. Banks very frequently require more col- 
lateral of new businesses than of other borrowers. Insurance on the 
owners’ life is often required. Banks may hold the loans to shorter 
terms, grant smaller amounts, and occasionally charge higher rates. 
They are likely to supervise the loans more closely. 

These policies apparently are of long standing, for most banks in- 
dicated no significant change in recent years. Some did indicate, 
however, a tendency to favor established concerns over new businesses 
when funds became tight, and a tendency to cut back on longer-term 
loans (the kind of credit many new businesses most need) during the 
period of monetary restraint. 


FORMS OF BANK LENDING TO SMALL BUSINESS 


Because the specific forms and terms of loans made are among the 
most tangible evidences of banks’ approaches toward small business 
lending, a considerable portion of the interviews was devoted to this 
subject. Bankers were asked which of various forms of loans they 
extended frequently, occasionally, rarely, or never. They were then 
asked specific questions about the nature and terms of loans extended 
frequently. 

Before analyzing replies to these questions, it should be pointed out 
that the frequency of various forms of loans made was not subjected 
to statistical verification, but was based simply on the banker’s judg- 
ment at time of interview. Since the objective of the questions was 
merely to ascertain which forms were more prevalent and which less 
prevalent, loans reported as “frequently” and “occasionally” made 
Sve been combined under the term “relatively frequent,” and are 
so shown in tables 5 and 6. Loans reported to be “rarely” or “never” 
made may be thought of as “relatively infrequent.” In table 5, for 
example, loans secured by collateral unrelated to business were made 
relatively frequently by 85 percent of all the banks interviewed. In 
combining the answers of banks, no attempts were made to assign 
weights according to the size of bank; responses of small banks were 
given as much weight as those of large banks. 

Tables 5 and 6 suggest certain generalizations about the approach 
of banks to financing small business. Perhaps the most striking im- 
pression is one of diversity. Over half the banks extend all but one 
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of the forms of credit relatively frequently. 
to small business seems to be quite different from lending to large 
business. The typical method of bank financing of large business } 18 
by lines of credit. It would appear that many of the forms of loans 
listed in the tables have been developed in large measure to meet the 


needs of small business. 


In this respect lending 


TaBLe 5.—Forms of small business lending by banks in various sizes of 
communities 


Types of financing 


Loans secured by collateral unrelated to business 

Mortgage loans on business properties 

Direct loans to finance equipment-.-- 

Unsecured loans other than lines of credit and term 
loans ‘ 

Consumer pape r from retailers other than auto dealers _ - 

Unsecured loans under lines of credit 

Loans secured by guaranties, « ndorsements, le ases, etc. 

Consumer paper from auto de | a 

Equipment paper purchased from dealers 

Construction loans : 3 

Unsecured term loans. g 

Loans secured by inventory... 

Accounts receivable financing. 

Equipment paper rediscounted from finance companies 


1 Metropolitan areas with population over 500,000. 





Percentage of banks reporting “relatively 
frequent’ use 


All banks 


2 Metropolitan areas with population between 50,000 and 500,000 


3 All other areas. 
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TaBLE 6.—Forms of small-business lending by size of community and size of bank 


— 


Percentage of banks reporting ‘‘relatively frequent’”’ use 


; Large communities ! Medium-sized com- Small communities * 
Types of financing munities 2 


Large Me- § Large | Me- | Small| Large Me- /Small 
banks ¢ Ba jbanks *| banks} dium | banks|banks| dium /banks 
yanks § 





| 
| | 
Loans secured by collateral a 
unrelated to business - _- 9! 3 96 
Mortgage loans on business 
properties. 
Direct loans to finance ‘equip- 
ment - - 
Unsecured loans other than 
lines of credit and term 
loans... 
Consumer paper from retail- 
ers other than auto dealers-__| 
Unsecured loans under lines 
of credit 
Loans secured by guaranties, 
endorsements, leases, etc. 
Consumer paper from auto 
dealers. 
Equipment paper purchased 
from dealers 
Construction loans-.--. 
Unsecured term loans___ 
Loans secured by inventory- -- 
Accounts receivable financing 
Equipment paper redis- 
counted from finance com- 
panies... . - 2 3/ 20 























1 Metropolitan areas with population over 500,000. 

! Metropolitan areas with population between 50,000 and 500,000, 
3 All other areas. 

4$100,000,000 and over in deposits. 

§ $20,000,000 to $100,000,000 in deposits, 

§ Under $20,000,000 in deposits. 


It is indicative of the special problems faced by small business that 
various types of secured loans are high in the list of loans made. On 
the other hand, the fact that over three-fourths of the banks make 
unsecured loans under lines of credit and other short-term arrange- 
ments indicates the existence of a great number of small-business cus- 
tomers with strong managements, good financial statements, and well- 
established banking connections. 

The breakdowns in the tables by size of bank and size of community 
give some indication of another characteristic of lending to small 
business—considerable variation among banks. These ‘variations 
actually are greater than the tables indicate. Ina given community 
one bank may specialize in equipment loans, another in accounts re- 
ceivable loans, a third in automobile paper. This would seem to be 
a natural tendency and, to the extent that the diverse practices of indi- 
vidual banks in a community tend to complement one another, would 
work toward a more complete structure of sources of finance for local 
small businesses. 
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When individual banks are combined with groups, some of thes 
tendencies are concealed. Yet, some clear patterns remain. For ex. 
ample, the types of credit available to small-business men are more 
diverse in large communities than in smaller communities. This Seems 
to be true not because of the size of community so much as the size of 
banks in those communities. The variety of forms of loans declines 
quite noticeably as one moves from very large to very small banks, 
This would seem to be largely a matter of demand and cost. Large 
banks probably have a greater variety of demands for loans and 
also have the staff and resources to devote to development and per. 
fection of highly specialized techniques of lending. Smaller banks 
seem more likely to fix on forms of loans that meet most situations, 
Small loans are usually more costly to make, per dollar of loan, than 
larger loans anyway ; specialized types of loans require a staff, paper- 
work, and supervision that tend to make costs even higher. 

The forms of credit extended by small banks tend to be less formal. 
ized and probably more flexible than those of larger banks. With 
their more intimate knowledge of customers, small banks may be better 
able to adapt a given type of loan to borrowers’ needs. They might, 
for example, extend the equivalent of an “inventory loan” by making 
a 90-day loan, say, secured by a life insurance policy. 

Whether needs of small business are better met by forms of loans 
which small banks prefer or by those which large banks prefer cannot 
be determined from the interviews. U ndoubtedly there are many 
small banks which have been slow to adopt some of the new techniques 
of lending. To the extent that some small businesses can qualify for 
financing « only through certain types of loans (say, accounts receivable 
Joans), and to the extent that such loans are not offered in some 
communities, then there may be an unfulfilled need for credit which 
could be met within the confines of sound credit practice. Some banks 
reported they did not make certain kinds of loans because there was 
“no demand.” ‘This raises questions as to whether demand may be 
absent simply because businessmen have been discouraged from asking 
for such loans in the past. On the other hand, it may well be that 
smaller banks, with a more flexible approach, can accomplish just as 
much with a few standardized forms of aaa as can larger banks 
offering the whole gamut of specializing loan types. These questions 
‘an better be answered by borrowers. 

With ths general picture in mind, let us turn to the specific forms 


of loans, taking them in order of prevalence and describing each as 
bankers see them. 


Loans secured by collateral unrelated to the business 


The prevalence of this type of loan may be attributable to several 
factors. To a certain extent it may reflect the desire of banks to get 
as much security as possible under all circumstances. The fact that 
this type of credit seems to be more prevalent at large than at some 
small banks may perhaps bear this out; larger banks may not know 
their small borrowers as well as do smaller banks and might tend to 
ask for additional collateral. But to some extent it also ‘reflects the 
nature of small business and its problems in obtaining financing. 
Some small businesses borrow in this way simply because of its con- 
venience; they can get credit easily and quickly without having to 
reveal their financial status in great detail. Others may use this 
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means to get larger amounts, lower rates, and longer terms than can 
be obtained on an unsecured basis. , 

Bankers indicate, however, that this form of loan is most frequently 
used by firms which cannot qualify for loans on any other basis. 
Their financial condition cannot justify an unsecured loan and they 
have no acceptable business collateral. Many small firms apparently 
prefer this type of loan to borrowing with an endorser. Larger firms 
do not use this form of loan so extensively because they are more 
likely to qualify for unsecured credit or have other collateral and 
because they are unlikely to own sufficient personal collateral to pledge 
against the larger loans needed. 

Bankers indicate that many different types of small businesses use 
this form of loan. Specifically mentioned were small retail and serv- 
ice concerns (bars, grills, and restaurants, especially), new firms and 
independent proprietors. 

Maturities vary widely depending largely on the type of collateral 
pledged. Some loans are on a demand basis; others run from 3 
months to 10 years. In the latter cases, the collateral frequently is 
residential mortgages. While these were the maturities reported pre- 
vailing in late 1957, they were no different, according to bankers, from 
those in effect in 1954. 

Interest rates averaged around 514 to 6 percent in late 1957 and 
ranged as low as 4 or 41% percent and as high as 12 percent (for in- 
stallment loans). On the average, interest rates were reported to 
have risen by about 1 percentage point since 1954. 

Mortgage loans on business properties 


Since the financing problems of small business are often said to lie 
in the area of long-term rather than short-term funds, it is significant 
that mortgage loans on business properties are high among the vari- 
ous forms of loans when ranked in order of frequency. They tend 
to be more important at medium-size and small banks, those institu- 
tions which ordinarily are more active in all types of mortgage lend- 
ing. 

Mortgage loans frequently are the only avenue by which firms 
which are unable to qualify for unsecured term loans can obtain long- 
term funds. Their real estate is often their best collateral. Bankers 
indicated that many lines of business borrow on business mortgages 
and mentioned the following, among others: retailers (gas stations, 
restaurants, appliance dealers, general merchants, automobile, and 
equipment dealers, grocers), services (motels and resorts, garages, 
theaters), and manufacturers (especially those requiring relatively 
heavy investment in plant). 

Bankers apparently are somewhat reluctant to make mortgage 
loans to certain types of businesses. They mentioned the following: 
Restaurants, theaters, taverns, amusement concerns, and _ resorts. 
Their grounds are that some of these businesses have been demon- 
strated to be inherently risky, short-lived, and with rapid turnover 
of ownership. In this respect bankers’ attitudes appear not to have 
changed significantly in recent years. In addition, they have become 
more cautious toward lines of business which in their local areas have 
suffered from cyclical or secular adversity. 

In late 1957 maturities of mortgage loans averaged around 10 years 
and ranged from 5 to 15. Replies indicated some tendencies for ma- 
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turities to be shorter in smaller centers than in large cities. Maturities 
had not changed significantly since 1954. Interest rates typically were 
around 514 to 6 percent, approximately 1 percentage point higher than 
in 1954. 

Bankers apparently do not vary appraisal standards, loan-to-ap- 
praisal ratios, or protective covenants by line of business and have not 
changed their standards since 1954. They may have less liberal stand- 
ards for single-purpose than for multipurpose properties, however, 
Aliso, in many cases they seem to consider the ability and experience 
of management more importont than the line of business. 

Equipment financing 

Lending to small business on equipment is prevalent at many banks, 
Among banks the most common practice is to lend directly to the pur- 
chaser of equipment. To a smaller extent banks finance equipment by 
purehasing paper from dealers. Relatively seldom do they rediscount 
paper from finance companies. 

Equipment financing assumes an increasingly important role as 
firms of all kinds attempt to meet competition by acquiring more up-to- 
date and more efficient equipment. Types of small concerns mentioned 
by bankers as frequent borrowers include: laundry and dry cleaning, 
trucking, restaurants, oil drilling, groceries, construction, oil well serv- 


ice companies, mining, printing, small manufacturing, machinery, ' 


Types of equipment range from heavy roadbuilding equipment to air 
conditioning. 

Generally bankers are reluctant to extend equipment financing on 
highly specialized machinery or on that which depreciates rapidly, 
hasa jaw resale value, or a limited market. 

At the time of interviews, banks were lending approximately two- 
thirds to three-fourths of the value of new equipment, and between 
one-half and two-thirds of the value of used equipment. Maturities 
averaged closer to 24 months than 36 for new equipment and were 
somewhat shorter for used equipment. There was some tendency for 
loan amounts and maturities to be more liberal in large metropolitan 
than in rural areas. Interest rates in some cases seemed to cluster 
around 5 to 6 percent; but, since installment loans were very frequent, 
effective rates were likely to amount to 12 percent or more. Bankers 
stated that these terms generally applied to large and small borrowers 
alike. Loan amounts and maturities had not changed since 1954 but 
interest rates were 1 to 2 percentage points higher. 


l/nsecured loans 


Unsecured loans are extended to small business in either of three 
ways. A businessman who needs funds to order more goods, carry 
more receivables for a time, or some other specific purpose may borrow 
for a short period such as 30, 60, or 90 days. At the end of the period 
he may pay off the loan, but frequently will negotiate a renewal. 

The other frequent arrangement, particularly in large metropolitan 
areas, is a line of credit. If the borrower’s balance-sheet figures, earn- 
ings records, management, plant, and references all pass inspection, 
the loan committee, or at times the board of directors, will set up a 
line of credit on which the borrower may draw. Apparently this pro- 
cedure is much less formal at small than large banks. A question 
about the proportion of small-business borrowers with unsecured lines 
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of credit brought forth such varied responses that an average would 
be meaningless. It was quite clear, however, that the proportion was 
much lower for small than for large business. 

A third type of unsecured credit is the term loan. This form of 
loan is etude relatively less frequently, largely because bankers are 
reluctant to make such long-term loans without collateral; some 
mentioned the risks inherent in one-man businesses over a period 
of years. 

Bankers indicated that a wide variety of small businesses, however, 
use unsecured term loans and mentioned retail and wholesale con- 
cerns, small manufacturers, and building contractors specifically. 
Generally, borrowers on this basis are well-established firms with good 
earnings records, good credit ratings, experienced management, and 
adequate capitalization. 

Maturities of term loans averaged about 214 years late in 1957 and 
ranged between 1 and 5 years. Maturities were unchanged from 1954. 
Interest rates generally were about 6 percent, ranged between 414 and 
11 percent, and were generally 1 percentage point higher than in 1954. 
Although many banks stated that there is no difference, others reported 
that provisions are likely to be less liberal on term loans to small busi- 
ness than on term loans to larger businesses. The deciding factor ap- 
parently was the greater degree of risk in many small-business loans. 


Consumer paper 


Small business obtains a larger proportion of credit than is generally 
realized by selling consumer paper to commercial banks. ‘This type 
of lending is especially prevalent in the smaller banks in smaller cen- 
ters. They purchase paper more frequently than they lend on the 
basis of chattel mortgages and are especially active in purchasing 
paper of retailers other than automobile dealers. A wide variety of 
practices prevails, some banks purchasing with recourse, others with- 
out, some with repurchase agreements and other special provisions. 


Loans secured by guaranties, endorsements, leases, etc. 


Some small firms which cannot qualify for unsecured loans often 
can obtain financing if their credit position is supported by someone 
else. ‘This seems to be more the case in large metropolitan areas than 
in small communities, perhaps because banks in the latter can know 
their small borrowers more intimately. There were some indications, 
however, that banks make this type of loan only if they expect not to 
have recourse to the guarantor or endorser, and that companies in 
unusually shaky positions cannot qualify for loans of this type. 

Banks frequently make loans on the endorsement of notes, less fre- 
quently on guaranties of other concerns. Credit based on leases is 
hkely to be concentrated in particular businesses, such as gas stations 
and shopping centers. Small retailers, laundries, contractors, machine 
shops, repair shops, liquor dealers, and trucking firms are among those 
mentioned as using this general form of credit. 

It is difficult to determine whether large businesses receive more 
liberal treatment in loans of this type since the bulk of the loans go to 
smaller concerns. Bankers indicated no clear-cut tendency for ma- 
turities to be different as between loans to larger and small business, 
but interest rates probably were somewhat higher for the latter. 
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Construction loans 


This form of lending seems to be less prevalent than some others 
partly because of lighter demand and partly because of bank prefer. 
ence. It is especially infrequent in smaller banks in smaller areag, 
Home financing is more likely to be arranged directly with the owner 
because less building is done on a project or speculative basis. Rela- 
tively few banks are very familiar with the techniques of construction 
lending and regard such loans as requiring more supervision than they 
are prepared to undertake. 

Banks which do make such loans usually expect borrowers to have 
an established deposit relationship and require takeout commitments 
for the mortgage. Maturities average around 6 months but vary from 
3 months to a year, depending on the building project, being shorter 
for residences and longer for large commercial undertakings. Inter- 
est rates were reported usually to be around 6 percent, about 1 per- 
centage point higher than in 1954. 


Inventory loans 


Loans secured by inventories are relatively less important than most 
other types of loans, again largely because this is a specialized form 
of lending which many banks regard as involving considerable ad- 
ministrative detail and expense and, hence, to be av cided. The ability 
of a concern to qualify for inventory financing depends largely on 
its financial status and the market and price stability of its inventory. 
Lines of business most likely to use this form of financing include: 
automobile, appliance, furniture, and farm implement de: ilers, the food 
and textile industries, liquor dealers, and dealers in construction 
materials, plumbing supplies, and house trailers. Types of businesses 
to whom banks are reluctant to extend such loans include: sellers of 
specialized goods which are not readily marketable, concerns pro- 
ducing perishable products, and dealers in goods with rapid turnover 
(it complicates recordkeeping). 

Maturities of inventory loans vary from demand to a year, but 
typically are around 6 months. In late 1957 interest rates averaged 
around 6 percent, up about 1 percentage point from 1954. Most bank- 
ers indicated that these terms did not differ substantially from terms 
on loans to larger businesses. 


Accounts receivable financing 

This form of lending is one of the less prevalent because some banks 
apparently regard it as costly and because it is not much demanded. 
This seems to be especially the case in smaller banks. Some other 
banks, however, apparently regard this form of lending with increas- 
ing favor and state that many small businesses, not eligible for credit 
otherwise, ‘an obtain financing through loans on accounts receivable, 
This is borne out by the types ‘of businesses which are most prevalent 
borrowers—“marginal,” “under capitalized,” and “low in working 

capital” are some of the descriptions bankers gave. Other frequent 
borrowers are firms with highly seasonal sales, slow-paying customers, 
and high receivables. They are widely distributed by line of business: 
printing, building contractors, oil-drilling contractors, lumber com- 
panies, coal mining, appliance dealers, advertising agencies, oil dis- 
tributors, plumbing contractors, furniture manufacturers, wire mant- 
facturers, department stores, trucking, and wholesale dairies. 
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Most accounts-receivable financing by banks is done on a nonnotifi- 
cation basis. Banks have no fixed policies, however, as to the minimum 
size of a customer’s business necessary to qualify for financing, nor 
the maximum amount of a customer’s total receivables that they will 
fnance. On the average, they advance about 75 percent of the face 
yalue of the receivables, but the percentage may range from 50 to 90 

reent depending on the borrower and the quality of his receivables. 
Banks will accept quite small accounts; policies vary between minimum 
amounts as low as $50 and as high as $1,000, but the average probably 
would fall toward the lower extreme. They rely on credit ratings 
such as Dun & Bradstreet, but treat each case on its own merits. In- 
terest rates in late 1957 averaged around 6 percent, but in some cases 
were as high as 9 percent. In addition, some banks impose a service 
charge of 1 percent of the outstanding balance. This charge had not 
changed between 1954 and late 1957, but interest rates had risen by 
1to2 percentage points. 


LOAN REJECTIONS INVOLVING SMALL BUSINESS 


The great variety of credit arrangements which banks have devised 
to accommodate small business has already been set forth. “ The “other 
side of the coin” involves the loan applications from small business 
which, for one reason or another, banks find it inadvisable to grant. 
Thus, one important objective of the survey of bank lending practices 
was to review the various reasons for loan rejections, with special ref- 
erence to small business, and to determine their relative importance. 
Before reporting the survey findings, however, it may prove useful 
to review certain aspects of the credit standards employed by banks, 
to outline the procedures followed in reviewing loan applications and 


rejections, and to indicate the status of bank records on loan 
rejections. 


Bank-to-bank variations in credit standards 


Even given the necessity of minimum credit standards in bank 
lending, as discussed earlier in this report, it is widely recognized that 
evaluation of credit risks is not an exact science. It may be easy to 
assess the creditworthiness of a large, well-established firm with a his- 
tory of successful operations that is proven by audited records. But 
it takes considerable skill and judgment to evaluate the creditworthi- 
ness of a small firm, particularly a new one, whose prospects may de- 
pend heavily on the ability and health of the owner and whose past 
record may be based partly on intangible factors which are difficult 
to assess. 

Recognizing the above distinction, it is understandable that there 
iremany gradations of credit risk which might be assigned by differ- 
ent loan officers to the same small-business loan application. While 
the decision may be based, in part, on certain formulas involving var- 
lous financial ratios, there are other aspects of risk which cannot be 
quantified in lending to small business. 

Thus, it is clearly possible that a loan application deemed to be too 
risky by one bank might be granted, with appropriate safeguards, by 
another bank. On the other hand, a rejection of the same loan applica- 
tion by two or more banks would constitute stronger evidence that the 
loan is not “bankable.” The partly subjective nature of credit stand- 
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ards, and hence the variations that may show up from one bank to 
another, should be kept in mind in connection with the reasons for 
loan rejections as discussed below. 

Intercommunity variations in credit standards 

While there may be noticeable differences from one bank to another 
in the criteria for measuring creditworthiness, it does not nec essarily 
follow that there are equally wide differences in the availability of 
bank credit to small business from one community to ‘anothee As 
previously noted, in any given trade area, the polici ies of individual 
banks on the forms and terms under which credit is granted to small 
business tend to complement each other through specialization, 
though there may still be a broad area of direct competition. To some 
extent, the same conclusion would seem to apply to the policies and 
experience of individual banks in a given trade area with respect to 
loan rejections. The differences from bank to bank are substantial 
enough to support the conclusion that they are greater than inter- 
community variations among communities of comparable size. 

As a bank’s reputation becomes established, the loan applications 
it receives tend to fit the known policies and criteria of the bank. 
During the course of the survey, it was noted in some communities 
that the bank which was most aggressive in making loans to small 
business also turned down the most applications; its reputation for 
soliciting small-business loans brought the bank many marginal appli- 

cations which it could not handle. On the other hand, another fxak 

in the same community might report that it never refused a credit- 
worthy application and had money to lend without finding the 
demand to match it; such a bank was likely to have only a rel: atively 
small part of its total assets in business loans, however. 

Thus, the question of whether banks are serving adequately the 
credit needs of small business hinges, to a large extent, on individual 
judgments or definitions of creditworthiness. 

Internal review of loan rejections 

Since the attitudes of banks toward credit extension are partly re- 
vealed by the way in which they are organized to handle loan requests, 
the responses of the banks toa question on the form of review, if any, 
of rejected business-loan applications deserves consideration. 

On one hand, a bank may be organized to review loan applications 
in a way that reduces credit losses to a minimum absolute level. On 
the other hand, a bank may undertake a close reexamination of pro- 
posed rejections to assure, not that absolute losses are minimized, but 
that the loss rate is mose advantageous to the bank. The optimum 
rate will never be less than the minimum rate, but will exceed it when- 
ever the total gain on riskier loans more than compensates for the losses 
incurred. In addition to the immediate benefits accruing to the bor- 
rower from the latter approach, further long-run gains may accrue to 
the bank from such a policy, such as goodwill ‘and the growth of 
marginal-risk firms, generally small ones, into better customers. 

It is thus important to note that some form of review of proposed 
rejections of business-loan applications is fairly common among the 
banks interviewed, especially at the larger institutions. The review 

may include practically all rejections, but, more often, is limited to 
rejected applications above some minimum dollar amount. 
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While only the largest banks tend to have a formal review ma- 
chinery, most banks require, for all but the smallest loan applications, 
that more than one officer, or a committee, review the loan application 
before accepting or rejecting it. This usually excludes informal in- 
quiries regarding loans which are clearly not bankable and which may 
be refused or discouraged by any one of the bank’s loan officers. 
Arrangements for reviewing rejections at larger banks range all the 
way from informal discussions between two or more officers to a sys- 
tematic review of all rejections by the chairman or a loan committee of 
the board of directors. 

Particularly in the case of borderline decisions on loan rejections, 
business-loan applications at large banks may be reviewed by heads of 
Joan divisions, by individual senior officers, or by an officers’ loan com- 
mittee. While such evidence of concern over loan rejections at large 
banks might be explained in terms of a procedure to secure standardiza- 
tion of treatment among applicants, it more likely expresses a positive 
policy of accommod: ting the loan applicant if at all possible. 

A formal review of initial decisions to reject business-loan requests 
ismuch less common at small banks, for the reason that the initial de- 
cision is often made by the bank president, himself, or by a key senior 
oficer. With fewer applications to act on, policy decisions on loan 
rejections can be centered in one or a few officers. The lack of the 
same extent of review as at larger banks does not necessarily express 
a less aggressive approach by the small banks in meeting loan demands. 

Records on business- loan rejections —With relatively few excep- 
tions, the incomplete nature of bank records on rejected loan applica- 
tions, plus the fact that such records as are kept are not usually cen- 
tralized, precluded the possibility of obtaining an actual tabulation of 
specific reasons for rejecting small-business loan applications or of the 
proportion of rejections to applications. As one part of the problem, 
it is recognized that some tentative loan inquiries from small business 
may be discussed informally, and, in effect, rejected, without ever 
appearing as formal applications. While many banks keep some sort 
of records on rejections of formal applications, there is considerable 
divergence on the scope and content of the records.® 

The lack of complete, uniform, and easily accessible records on loan 
rejections seriously limited the possibility of attaining a thorough 
understanding of the relative importance of various reasons for loan 
rejections involving small business, the volume of such rejections, and 
the trend in the rejection rate for the last several years. 

In the absence of firm data to consult, the banks were nevertheless 
asked to give their recollections and impressions regarding loan re- 
jections. Thus, considerable caution is necessary in interpreting the 
interview results, as presented below, dealing with the reasons for loan 
rejections involving small business, and especially in dealing with 
the trend in the number of such rejections and in the rejection rate. 


*Such records often consist only of notations in individual credit files, which are usually 
arranged alphabetically, rather than chronologically. The alphabetical arrangement would 
make it particularly cumbersome and time consuming to tabulate the reasons for loan 
rejections for any given past period. This is one of the reasons that such a tabulation 
did not prove to be feasible during the survey. The records on business-loan rejections 
range from individual officer’s worksheets to quarterly summaries of applications rejected. 
Other records include credit files, loan-committee minutes, and notations on financial 
statements. 
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Relative frequency of various reasons for loan rejections 

During the interviews on small-business financing, the banks were 
asked to estimate the relative frequency with which various reasons 
occur in rejecting loan applications from small business. The banks 
were to consider not only formal rejections, but all rejections—includ- 
ing those applications, however informal, that are screened out on 
first contact. The reasons for loan rejections were grouped under 
three headings: Those involving the creditworthiness of the borrower, 
— involving the banks’ overall policies, and those involving F ederal 

r State banking laws or regulations. Specific reasons were listed 
within each cé \tegory and, in addition, the banks were invited to sup- 
ply additional reasons within each categor 

The response of the banks, as raped in table 7, reflected long- 
standing and widely held commercial banking doctrine. It became 
very clear that reasons involving the creditw osthiness of the borrower 
far outweighed reasons involving banks’ overall policies or reasons 
involving banking laws or regulations as factors in rejecting small 
business loan applications. 


7™For each reason cited ,the banks were asked to indicate the relative frequency with 
which the reason occurred : frequent, occasional, rare, or never. For purposes of sum- 
marizing and condensing the responses, answers of “frequent” and “occasional” were com- 
bined in one category of “relatively important.” Table 7 indicates the percent of banks 
reporting each reason to be “relatively important,” as here defined, in rejecting small- 
business loan applications. The balance of the banks, in the case of each reason, reported 


“rare” or “never,’’ which may be thought of as a combined category of “relatively unin- 
portant.” 
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Taste 7.—Relative frequency of various reasons for rejections of small business 
loan applications, by size of area and size of bank * 


[Percentage of banks citing each reason as Picssaesdaitel important”’ 2] 


Size of area (population, | Size of bank (deposits, 


Reasons for loan rejections involving All 
small business banks 


Under | 50 to yy 
50 500 


— eee ememmaees a ———_————- | —— 


Under | $20to | Over 
$20 $100 $100 


| 
in thousands) | in millions) 
| 





Reasons involving creditworthiness of bor- 
rower: 
. Not enough owner’s equity in business- 
. Poor earnings record ot 
. Questionable management ability~ .... 
. Collateral of insufficient quality - 
. Slow and past due in trade or ‘Joan 
payments | 
6. Inadequacy of borrower accounting 





7. New firm with no established e: sarnings 
record 

8. Poor moral risk 

9. Other reasons 3_ _- 

Reasons involving bs ank’s overall polic ies 

1. Requested maturity too long---_- ; 

2. Applicant has no established deposit 
relationship with bank 

3. Applicant will not establish deposit 
relationship with bank 

4. Type of loan not handled by bank___-- 

6. Line of business not handled by bank-} 

6. Loan portfolio for type of loan already 











7 


Other reasons 4__. | 
Reasons involving Federal or State b: anking | 
laws or regulations: | 
i. Loan too large for bank’s legal loan | | 
limit | 30 | ae 13 

2, Other reasons 5 ; 8 ‘ > | 10 
| | 











1 Based on views expressed by banks during interviews on small business financing in late 1957. 

? Each bank was asked to rate the relative frequency with which each reason for rejection occurs, as follows: 
“Frequent, occasional, rare, or never.’’ For each reason above, the percentage of banks indicating that it 
is “relatively important”’ consists of those that checked the reason as ‘“‘frequent”’ or ‘“‘occasional.”’ The bal- 
ance of the banks indicated that the reason occurs “‘rarely” or ‘“‘never.’’ The responses covered rejections 
of formal applications as well as informal inquires. 

‘1 Additional reasons cited by the banks, involving the creditworthiness of the borrower, related to the 
condition of the specific enterprise, the general nature of the business, or the proposed use of the proceeds 
of the loan, e. g., overexpansion by the firm, speculative venture, too many firms in the field, tax problems, 
bad health of owner, obsolete product, duplicate borrowing, and the owner’s reluctance to reinvest earnings. 

‘Other reasons involving the banks’ overall policies which were cited included such things as: borrower 
located at too great a distance from the bank; too many banking connections; split line of credit. 

‘Other reasons involving Federal or State banking laws or regulations, and the percentage of banks 
citing each of them as “‘relatively important”’ in loan rejections, were as follows: 

Percent 
Regulations or limitations on real estate loams_..........-- as an 5 
Restrictions on loans on personal property - 
Criticism by examiners - - 
Other restrictions 


1 
sli 1 
. 2 
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The traditional reluctance of banks to incur excessive credit risks 





by supplying an unduly large proportion of the fixed capital of q a 
business and thus, in effect, “going into partnership with them,” jg Tl 
highlighted by the fact that “insufficient owner's equity in the bugi- the 
ness” was cited as the most frequent reason for denying small busineg easi 
loan applications at all banks in all sections of the country. This ofc 
factor was cited as “relatively important” by 93 percent of the ba anp 
and was the most frequent reason, regardless of whether banks were | jest 
classified by deposit size or by size of center in which located. A 
In addition, the appropriate emphasis which banks traditionally ] vit] 
place on past performance and tested management ability is high- | jg} 
lighted by the fact that “poor earnings record” and “questionable li 
management ability” were the next most frequent reasons for reject- - 
ing loan applications. For the sample banks as a whole, these two ban 
reasons were cited by 85 and 84 percent of the banks, respectively, as | gta 
being relatively important. Whether the sample banks were classified and 
by population size of center or by deposit size of bank, these two rea- | oy 
sons ranked either second or third in terms of the percent of banks tt 
indicating them to be relatively important factors in rejections. eC 
If it had been possible to determine the proportion of small business | o¢, 
loan rejections accounted for by each of the reasons listed in table 7, | jhe 
the importance of inadequate owner’s equity, poor earnings record, | of 
and questionable management ability would likely have shown up even | fa, 
more clearly. The gap between the above-cited reasons for rejections wil 
and all other reasons is _probably much greater than implied by the | the 
relatives shown in table 7, i. e., the perc ent of banks citing each reason 1 
as relatively important. est 
The three most important reasons for rejections noted above are, of | jn, 
course, closely related, and they are apt to occur in concert. Taken | jy 
singly or together, they warn of a high degree of credit risk in- | 4 
volved. They are considered by the banks to be ample reason for ths 
rejections, in that they are indicative of poor prospects for repayment ne 
of the loan. The possible interrelationships among the three factors ' 
are numerous. For example, poor management ability is often the . 
key factor in a poor earnings record, which in turn mi: ly prevent a | op 


building up of the owner’s equity or even result in its reduction through 
losses. More successful management would produce a better equity 
position and better collateral, unless the firm were seeking to grow 


‘ 
at a faster rate than internal and other sources of additional equity cap- uf 
ital would permit. ce 
Additional reasons for rejections of small business loan applications, | ¢, 
also involving the creditworthiness of the borrower, which were in- | 4) 
dicated to be relatively important by a large majority of the banks | 
were: “collateral of insufficient quality” —cited by 73 percent of the | 
banks; and “slow and past due in payments”—cited by 69 percent of | 4, 
the banks. A close relationship of these two factors with the ones | g 
previously indicated is also evident. For example, poor management 
may produc e a serious maldistribution of resources among fixed and a 
working capital, with a possible deterioration in the quality of col- |» 
lateral as well as a failure to maintain sufficient working capital to } ;, 
meet c ape trade and loan payments. \ 
Only 1 of the 6 most important reasons for rejections did not 
involve the creditworthiness of the borrower, but rather involved the ; 


banks’ overall policies—namely, that the ‘ ‘requested maturity was too 
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jong,” cited by 71 percent of the banks as being a relatively important 
factor in loan rejections involving small business. onifif 

The maturity factor, along with the ones cited earlier, highlights 
the fact that the principal barrier to obtaining bank credit is an ex- 
essive degree of risk or an extended maturity. The basic nature 
of commercial banking, as previously noted, requires banks to place 
amphasis on the relative safety and liquidity of their loans and in- 
vestments. 

As an important factor in rejecting small business loans, “new firm 
with no established earnings recorded” was cited by slightly less than 
half of all banks (although by a majority of large banks in metro- 
politan areas). There is some reason to believe, however, that this 
may understate the difficulty which new firms have in obtaining 
bank credit. Such firms might fail to qualify, not only because of no 
established earnings, but even more because of “inadequate equity” 
and “questionable management ability.” The latter two reasons 
would be likely to apply with particular force to most new firms just 
getting started. yet 

Other factors cited as important in loan rejections by about half 
of all banks (but by a higher percentage of the large banks) included 
the inadequacy of the borrower’s accounting records and the lack 
of an established deposit relationship with the bank. The latter 
factor, which seems to have grown in importance in recent years, 
will be discussed more fully below, in connection with the part of 
the report dealing with the impact of monetary restraint. 

With the exception of “requested maturity too long” and “lack of 
established deposit relationship,” the other reasons for loan rejections 
involving overall bank policy were listed as “relatively important” 
by considerably less than half the banks. Although there were some 
differences by size and location of bank, a large majority indicated 
that, as reasons for rejecting small business applications, “line of busi- 
ness,” “type of loan not handled,” and “portfolio for type of loan al- 
ready full” were relatively unimportant. 

Similarly, as reasons for rejecting small-business loans, banking laws 
or regulations were listed as relatively unimportant by a large ma- 
jority of banks. Even among the smallest banks, only one-third 
of them cited the legal loan limit to one borrower as a frequently oc- 
curing reasons for rejection. The fact that the legal loan limits are 
often known among borrowers, however, may mean that the low per- 
centage of banks citing this factor as a reason for rejections under- 
states somewhat the extent to which legal loan limits actually impair 
the capacity of banks to accommodate small business. Among the 
“other reasons” involving banking laws and regulations, it may be 
noted that “criticism by examiners” was listed by only 1 percent of 
the banks as an important factor in rejecting loan applications from 
small business. 

Variations by size of bank.—In contrasting the frequency with 
which various reasons for loan rejections were cited as relatively im- 
portant by the largest banks (over $100 million deposits) in con- 
trast with the smallest banks (under $20 million deposits), the fol- 
lowing points are of particular interest : 

l. With only the exception of “poor moral risk,” all of the eight 
reasons involving creditworthiness of the borrower were cited as rela- 
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tively important by a higher percent of the large banks than of the 
smé al banks. 

- In reason involving the banks’ overall policies, a higher per. 
aals of the large banks than of the small banks cited the followin 
as relatively important: “requested maturity too long,” “no estab. 
lished deposit relationship,” and “applicant will not est: tablish deposit 
relationshp.” On the other hand, a higher percent of the small thay 
of the large banks cited thhe following reasons as relatively important 
in loan rejections: “line of business no handled by bank,” “type of 
loan not handled by bank,” and “loan portfolio for type of loan al. 
ready full.” 

Thus, considerations relating to creditworthiness of the borrower 
apparently play a relatively greater role in loan rejections at large 
banks than at small banks, while certain considerations relating to 
bank policy (e. g., type of loan, type of business, etc.) apparently 
play a relatively create r role at small banks than at large banks. This 
should not mask the fact, however, that at all sizes of banks. reasons 
involving the c reditworthiness of the borrower were cited by a larger 
share of the banks as factors in loan rejections than reasons ‘involving 
the banks’ overall policies. 

In part, the differences in the relative frequency of reasons for loan 
rejections at various size banks probably stem from differences in the 
climate of bank-borrower relationships, as between large and small 
banks. At the latter, lending tends to be more of a personal matter, 
thus bringing into sharper focus such considerations as moral char. 
acter. In addition, smaller banks are not as likely to have as wide a 
range of specialized lending, thus accounting for the relatively greater 
occurrence of “type of loan or type of business not handled” as reasons 
for loan rejections. Finally, since larger banks tend to have more un- 
secured loans, considerations relating to the creditworthiness of the 
borrower would be expected to receive relatively more emphasis than 
at smaller banks. 

Loan rejection rate 

In order to keep the credit problem of small business in perspective, 
it would be useful to know what proportion of small business loan 
applications are granted by banks and what proportion are rejected. 
The detailed attention given above the reasons for loan rejections 
should not be interpreted to mean that a dominant share of loan re- 
quests from small business is turned down. There is some evidence, 
while only fragmentary and not necessarily conclusive, that a pre- 
ponderant share of small business loan applications is, in fact, granted 
by banks. 

The general lack at most banks of centralized and complete records 
on loan rejections was discussed at an earlier point. This situation 
precluded the possibility of a systematic measure of the rejection 

rate at all the banks in the sample interviewed. There were some 
banks in each section of the country, however, with sufficiently com- 
plete records or intimate knowledge of the problem to make possible 
an estimate of the approximate order of magnitude of the loan re- 
jection rate in the later months of 1957. Based on records of formal 
applications only, such banks generally indicated that less than 10 
percent of the total number of business-loan applications were turned 
down, mostly involving small businesses. In several areas of the 
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country, however, it was indicated that the average rate might be as 
high as 15 percent. In a few isolated instances, individual banks re- 

rted a rejection rate as high as 25-30 percent, usually in connec- 
tion wtih rapidly growing areas. On the other hand, a much larger 
number of banks report ted ver y low rejection rates—about 2-3 percent. 

Since most loan applications received are from small business, it 
yas not surprising that the banks with records to consult indicated 
that most of the number of loan rejections involved small business. 
It could not be determined from the survey, however, whether the 
jan rejection rate was higher for small businesses than for large, 
although this is probably the c case. 

The estimated 90 percent or more of the applications accepted at 
these banks may not nec essarily be granted ye the full amount or 
maturity requested, and various other terms and conditions of the 
loan may be changed somewhat from the borrower’s original request. 
That is, there may be a significant scaling down of the original loan 
request in view of the obligation that the bank feels for tailori ing the 
loan accommodation to the ability of the borrower to repay. Thus, 
banks indicate that they scale down or reject loan applications, not 
oly to protect themselves, but to protect. borrowers against over- 
expansion and an overextended debt position. On the basis of the 
fragmentary evidence available, however, the “hard core” of loan 
applications from small business that were rejected completely by 
banks in late 1957 probably amounted to no more in total than one- 
tenth of the number of applications received. 


Efforts to assist rejected loan applicants 
A wide variety of attitudes was found among banks with respect 


to efforts to help rejected small-business applicants obtain funds from 
some other source. Some banks help actively, by suggesting other 
fnancial institutions, by contacting investors, and by ‘pointing out 
possibilities of obtaining funds through sale of pro portice or from 


friends and relatives. At the other extreme, some banks make no 
suggestions at all, feeling that the rejected applicants are not good 
medit risks. By and large, it appears that most banks extend ‘help 
at least occasionally, while 1 many banks do it regularly. 

Referrals to other financial institutions. —In some cases the small 
business firms applying for funds are basically sound, but the requests 
involve longer m: iturities than the banks consider appropriate to 
their own portfolios. Particularly when such applicants have mort- 
gageable assets, banks often refer the firms to life-insurance companies 
or savings and loan associations. 

Likewise, small banks may be faced with loan demands from 
creeditworthy small businesses which are nevertheless too large to 
handle in terms of the bank’s legal loan limit. In such cases, the ap- 
plicant may be referred to a larger city bank that acts as a corre- 
spondent for the small bank, or a participation loan may be arranged, 
with the small bank and the city correspondent each granting a part 
of it. 

In the case of credit demands from small business which appear 


| to involve a degree of credit risk inappropriate for a bank to handle, 
sme banks refer the applicant to a financial institution equipped 


to handle the higher risk. Included in this category are commercial 
finance companies, factors, and the Small Business Administration. 
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Assistance in raising equity—aAs previously pointed out, a lack 


of sufficient owner’s equity is the principal factor in disqualifying : 
some small business for bank credit. With large owner’s equity, | j.a4 
the firm could qualify, not only for bank credit, but credit from other The 
sources as well. Many banks expressed the view that most of the ret 
small businesses whose applications they are forced to reject arm rt 
basically in need of a “financial partner” to supply prea capi- 1 
tal, rather than relying on short-term loan funds from a financial mel 
institution. “ 

For the most part, banks expressed the view that there is a lack of inti 
well-developed sources of outside equity capital for small business, are 
and that their efforts to locate such sources are often unsuccessful, bi 
This was particularly true for small banks. To a limited extent, some | jo 
banks in large cities do have contact with local investors who might 
put up equity funds in promising small concerns. In some cases, the | Tat 
attempts of banks to act as an intermediary between a small business 
and an investor fail because the owner of the business is unwilling to | — 
dilute his equity or share control of the firm. 

IMPACT OF MONETARY RESTRAINT ON LOANS TO SMALL BUSINESS 

One of the basic purposes of the interviews on bank lending to busi- | — 
ness was to explore fai practices and policies regarding loans to small | Cm 
business, with a view to determining whether there had been any sig- | 
nificant change in such practices and policies during the period of | _ 
monetary restraint running from the beginning of 1955 to the latter 
months of 1957. In particular, it was desired to determine whether | Res 
basic loan policies, as well as the possible impact of monetary restraint ) 
on loan policies, tended to change differently, insofar as they affected 
small and larger business borrowers. These questions will be examined 
in this section of the report. Cou 

The views and impressions reported by the banks were not intended 
to stand alone, but were designed to complement the results of the busi- 
ness-loan survey.® In a sense, the empirical data derived from a com- 
parison of the business-loan surveys of 1955 and 1957 were intended | xq 
to indicate what happened with regard to the absolute volume and 
relative share of bank loans to small business, while the interviews 
were designed, in part, to help explain why it happened. 

The evidence that will be examined includes changes in loans, in- } ,) 


vestments, and deposits from 1954 to 1957; the change in loans to 
various sizes of borrowers, as determined through the business-loan 
survey; and the information obtained in the bank interviews with 
respect to trends in the number of business-loan applications, rejec- 
tions, and the rejection rate, changes in reasons for rejections, and 
changes in loan policies. 


CHANGES IN LOANS, INVESTMENTS, AND DEPOSITS FROM MID-1954 TO 
MID-1957 


In order to interpret the responses of the banks with regard to the 
trend of loan applications and rejections and the impact of monetary 
restraint on their business-loan policies, it will be useful to set forth, 


§ See survey II, p. 371. 
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frst, the changes that occurred at banks in business loans, total loans, 
total investments, and total deposits during the period under consid- 
eration, as affected by the pace and development of general business. 
The purpose of this is to indicate the overall framework of bank 
credit, as affected by monetary restraint, during the period within 
which changes in loans to small business are to be examined. 

The changes in loans, investments, and deposits of all insured com- 
mercial banks, by class of bank, for the 3 years ending in mid-1957 
are set forth in table 8.° Similar changes for the sample of banks 
interviewed, grouped by size of area in which the banks are located, 
are given in table 9. Some of the salient points which are suggested 
hy an examination of tables 8 and 9, in connection with associated eco- 
nomic developments, may be summarized as follows: 


TaBLE 8.—Change in loans, investments, and deposits, 1954-57, at all insured 
commercial banks, by class of bank * 


| Amount of change (in millions Percentage change 
of dollars) 


Class of bank 


|\June 1954—-|June 1955-|June 1956-|June 1064-June 1966- June 1956- 
June 1956 | June 1957 


June 1955 | June 1956 | June 1957 | June 1955 





Central Reserve city member banks: 
Commercial and industrial loans_. +-587 +1, 348 +6.3 
Total loans - - - | +1, 655 +739 +11. 

Total investments. - —924 —786 —6. 
Total deposits - - - | +579 —1, 800 +1 
Demand. +588 —2, 149 +2. 
Time. ; —10 +349 - 
Reserve city member banks: 
Commercial] and industrial loans_- +1, 200 +941 +12. 
Total loans. - - a | +3, 201 +1, 313 +14. 
Total investments - - +339 , 99% —247 +1 
Total deposits... 4-3, 188 —596 +5, 
Demand. . . +2, 075 —1, 749 +4. 
Time... ie | +1, 113 | |} +1, 153 +7. 
Country member banks: 
Commercial and industrial loans_--.-- +744 | +486 +14. 
Total loans. - - ; 7 +2, 262 +1, 613 
Total investments - - [ | -+1,070 | +747 +4 
Total deposits - - - - | +2, 650 +1, 601 +4. 
Demand... +1, 891 —37 +5, 
Time.---. ‘ +760 +1, 638 +4. 
Nonmember banks: | 
Commercial and industrial loans_- +221 +151 
Total loans. -- | +770 | +534 +8, 
Total investments - - +666 +767 +5. 
Total deposits- - - ; | -+-1, 263 | +976 +5. é 
Demand. | +890 +-173 +5. 
Time... +373 | +803 +4. 
Allinsured commercial banks: 
Commercial and industrial loans-._-- - +-2, 752 | | +2, 926 
Total loans_- 7 +7, 888 | +4, 199 
Total investments +1, 151 +482 
Total deposits. . - +7, 681 +181 
Demand_. ‘ +-5, 445 —3, 763 
Time... é +2, 236 +3, 944 
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‘ Based on June call report data. 
‘Increased less than 0.05 percent. 


*The changes were measured as of the June call report dates for several reasons. In the 
first place, data for nonmember banks are available only for midyear and year-end and not 
for fall call dates. In the second place, changes from mid-1954 to mid-1957 are probably 
better indicative of the period of monetary restraint than would be changes from the end 
of 1954 to the end of 1957. 
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TaBLe 9.—Change in loans, investments, and deposits, 1954-57, at sample of 
banks interviewed on small-business financing, by size of area* 


eeerreninnieremeneeneeeeerelll neque ee 
| 
Amount of change (in millions Percentage change 


























of dollars) 
Size of area ih dpeiaiaga 
| ae 
\June 1954—|June 1955-|June 1956-|June 1954— lyune 1955- Lune soem 
June 1955 | June 1956 | June 1957 | June 1955 | June 1956 | June 1957 
_— — | | - _ a 
Sample banks in centers under 50,000 | | | 
population: | 
ommercial and industrial loans-. +33 +38 +25 +13.5 |} +13.7 +79 
Total loans. - - +93 +134 75 +9. 7 +12.6) 469 
Total investments -.-.....-.-- a5 | +60 (2) +66 +5.1 (2) 45.4 
Total deposits. - - ns +124 | +124 +110| 449] +46] 439 
Demand..-_-- Simepeuky aps atncn oe +89 | +61 +40 +5. 2 | +3. 4 | +29 
Time.._- +35 +63 +70 | +4.0 | +7.2 7.5 
Sample banks in metropolitan areas of | | | 
50,000-500,000 population: | | 
Commercial and industrial loans.__---| +207 | +248 +90 +15.8 +16. 4 | +5] 
Total loans -_-- ba. 2oecmekes +498 +577 +219} +15.9| +159] 459 
Total investments _-. js +64 —202 -—9 +1.6 | —5.2 | —2 
Total deposits _--- +441} +350 —37 +51) +38] = 
Demand. -_-- chan +316 | +179 —249 +4.8 | +2. 6 | —35 
Time. 4125} +171| +4212| +63] +481 499 
Sample banks in me tropolitan areas over | | | | 
500,000 population: | | | 
Commercial and industrial loans......| +1,337 | +4,198 | +1,821 } +10.4 +29. 7 | +99 
Total loans... wan-na--------| $3,518 | +5,988 | 41,953} +13.7] +205) +85 
Total investments--.......__.- ; +1, 558 —4, 509 —508 | +5.9 | —16.2 | —22 
Total deposits. ........--- +3, 564 | +41, 495 | —457 +5. 6 | +2. 2 -7 
Demand... ct | +2,432 | +1,061 | —1,850 | +65.1 | +2.1 —3.6 
Time. -- ‘ +1, 132 +434 +1, 393 +7.0 2.5 +7.9 
All areas: 
Commercial and industrial loans....._.| +1,577 | +4, 484 +1,936} 411.0! +281 | +9.5 
Total loans_-- d | +4,109| +6,700| +2, 247 +13.8| +19.8 | +5.5 
Total investments. - | +1,682 | —4,711 —450 +5.4) —14.3 | —1.6 
Total deposits ---- ~ +4,130 | +1, 968 | —384 | +5.5 +2.5 | —.5 
Demand. - _--.--------| +2,838 | +1,301] -—2,060| +6.1 +2. 2 | —3.4 
Time_. +1, 292 j | +3.3 | +8.0 


+667 +1, 676 +6. 8 











1 Based on June call report data. 
2 Increased less than 0.1 million dollars or 0.01 percent. 


1. During the 3 years under consideration, the cumulative impact 
of monetary policy is clearly evident in the way in which the growth 
of total deposits slowed down. In the final year, there was v irtually 
no net increase at all banks (and a slight decline at the sample banks), 
even though there was, undoubtedly, a substantial shift from demand 
to time deposits. The slowing down in the growth of total deposits 
was a direct outcome of the System’s policy of limiting the growth of 
member-bank reserves, with a view to combating inflationary pres- 
sures. This policy set the overall limit within which additional bank 
credit was avail: ible for the banking system as a whole, since an ex- 
pansion of total loans and investments tends to result in approxi- 
mately similar increases in deposits. Total loans and investments 
cannot grow unless added reserves are available to the banking sys- 
tem. In the absence of such reserves, and if loan demand during the 
period should be heavy, the banking system, generally speaking, can 
accommodate the demand only by a liquidation of security ho din 
through sales to nonbank pur ‘chasers. This would lead to a shift n 
the composition of bank assets and in the ownership of deposits, but 
a = in neither. 

During the 3 years under consideration, and particularly in the 
middle year, there was an unprecedented growth of business loans. 
Despite ‘overall credit restraint and the slowing down in the growth 
of deposits, the banking system managed to accommodate a very large 
volume of demand for credit from the business community. This 
was done in large part through a liquidation of security holdings. 
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The enormous demand by business for credit, both from the banking 
system and in the capité al market, stemmed mainly from the major 
capital goods boom that developed in this period, particularly in out- 
lays on new plant and equipment. An important part of the increased 
demand for business loans apparently resulted from the unwilling- 
ness of corporations to enter the long-term market for capital funds 
at a time when bond yields were rising to new postwar highs. Conse- 
quently, there was a fuller utiliz: ation of lines of bank credit by cor- 
porate borrowers that previously had used only a part of their lines. 
Eventually, strong demand pressures developed on banks outside New 
York and Chicago as national firms spread their increased loan de- 
mand among larger banks in other financial centers. In addition, 
large nonbusiness credit demands emerged, especially in 1955-56, at 
the same time that business credit demands were showing unprece- 
dented gains. There was a clear tendency during this period for total 
credit demands of all types to exceed the volume of current oe 
plus such additional net expansion in bank credit as was possible, 
given the System’s anti-inflation policy of restraining overall growth 
inthe money supply. Despite the huge volume of business loans made 
during the period, there is some evidence, to be indicated below, that 
there was still a margin of unsatisfied demand for business loans. 

3. Turning from all banks to various classes of banks, as indicated 
in table 8, significant changes in lending capacity occurred that have 
an important bearing on the avail: ability of credit to small business. 
For purposes of analy sis, central reserve city banks and reserve city 
banks may be grouped together in one category that may be roughly 
equated with larger banks in metropolitan areas. On the other hand, 
the country member banks and the nonmember banks may be con- 
ceived of as one group roughly synonymous with smaller banks in 
small cities and towns. Duri ing the period under consideration, the 
deposit figures indicated in table 8 show a massive shift of lending 
power from the “larger” banks to the “smaller” banks. When only 
one part of the banking system is under consideration, the source of 
loanable funds is the net inflow of deposits (less the amount required 
as legal reserve). In the middle year under consideration, deposit ex- 

ansion in the smaller banks was nearly double that of the larger 

anks, while during the year ended in mid-1957, the larger banks lost 

$2.4 billion of deposits while the smaller banks gained $2.6 billion. 
The net volume and direction of the flow of money payments during 
this period was increasingly away from larger centers and toward 
banks in small centers, as brought out in table 9. During the year 
ended in mid-1957, the sample banks in both large and small metro- 
politan areas lost. deposits, while banks in nonmetropolitan areas 
gained. The reasons for this shift are undoubtedly very complex, and 
no complete explanation will be attempted at this point. Among the 
factors which suggest themselves in accounting for the shift in de- 
posits, however, are such matters as the shifting patterns in the loca- 
tion of industry and in population movements away from larger and 
toward suburban and smaller centers; the gradual loss of position of 
banks in the “center city,” as suburbanization grows; and the large 
reduction in corporate liquidity over the past several years, with a 
a drawing down of large corporate balances at the largest 
anks. 
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4. The main part of the demand for business loans was evidently 
focused on the larger banks; i. e., central reserve and reserve cite 
banks, as indicated 1 in table 8. During the 3-year period, such banks 
increased their business loans outstanding by nearly $10 billion in 
contrast to about $3 billion at the smaller banks. ‘The focusing of 
business loan demand on banks in metropolitan areas, which is also 
made clear by table 9, may be explained in several ways: the boom 
in industrial activity, ‘centered in large cities; consequent heavy bor- 
rowing by large businesses, which tend to maintain banking connec- 
tions with the ‘biggest banks of the country having a legal loan limit 
sufficient to accommodate big borrowers; and the heavy concentra- 
tion of small business firms, particularly m: inufacturing, in metro- 
politan areas as compared with small towns or rural areas. Thus, it 
may be inferred from the above figures that the unprecedented de- 
mand for business loans during the period under consideration im- 
pinged mainly on the class of banks—the larger banks—which were 
in the poorest position to meet the demand in view of their failure to 
share proportionately in deposit gains during the first part of the 
period and the net loss of funds suffered in the second part of the 3- 
year interval. 

To meet the extraordinary demand for business loans, the larger 
banks had to liquidate a substantial amount of securities, totaling 
nearly $8.5 billion in the 3-year period. Moreover, this had to be done 
in a period of falling bond prices, and with the further penalty of re- 
duced bank liquidity. In addition, such banks cut down the expan- 
sion in other loans (real estate loans, consumer loans, securities loans, 
ete.). At these larger banks, the total of loans other than to business 
rose by $3 billion in the first of the 3 years under consideration, but 
by only $1.8 billion in the second year. In the third year, there was 
a net liquidation of such loans amounting to $0.2 billion. Central 
reserve city banks in this year (ended in mid-1957) liquidated other 
“a to the extent of $0.6 billion. 

In the meantime, at the syne banks, not only were business 
md rising by $3 billion in the 3 years, but other loans expanded by 
over $6 billion. Even given the pans growth in total loans at the 
smaller are the growth was less tharthe increase in their loanable 
funds; i. e., deposit gains, For the 3-year period under review, de- 
posits of the smaller banks expanded by $9.7 billion, as compared with 
an increase in total loans of $8.3 billion. Thus, the smaller banks not 
only added substantially to their loans but expanded their holdings 
of securities as well ( (partly through a reduction in excess reserves). 
Net additions to their investments occurred in the first and third years 
under consideration, although in the middle year (ended in mid- 
1956), they were forced to liquidate security holdings. For the 3 years 
as a whole, the addition to the security holdings of the smaller banks 
ae to $2.3 billion. 

Thus, as a background for considering changes in the volume and 
rehitive share of loans to various size borrowers during the period, as 
well as trends in loan rejection rates and loan policies “of various size 
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wks, it is important to take into account the trends cited above, 
sich point toward the following conclusions: 


(a) The nature of economic activity during the period, paced 
by a capital goods boom, was such that credit demands from large 
borowers, particularly industrial firms, were likely to be especially 
strong. 

(b) There was a significant lack of synchronization between 
the points at which the main demand for business loans appa- 
rently focused (i. e., larger banks) both from large and small bor- 
rowers, and the points at which the greatest volume of loanable 
funds was available (the smaller banks). 

(ec) While some mobility of bank credit was provided by a net 
shift of security holdings from larger to smaller banks, the larger 
banks may have been increasingly inhibited from meeting loan 
demand through sales of securities in a falling market, with con- 
sequent portfolio losses, reduced secondary reserves, and a rising 
loan-to-deposit ratio. 

(d) It would be expected that the larger banks would exhibit 
the greatest effects of monetary restraint, in view of the problem 
of credit rationing which they faced; while the smaller banks, 
having been in a relatively comfortable position with regard to 
loanable funds, would be expected to show the least impact of 
monetary restraint on loan policies and practices. This point 
will be examined in a later section of the report. 






















thanges in business loans by relative size of borrower and size of 
bank, 1955-57 

As a further means of assessing the responses of the banks with 
regard to the trend of business loan applications and rejections and 
the impact of monetary restraint on their loan policies, some of the 
ey results of the business loan survey will be summarized briefly.’° 
Tables 10 and 11 show the changes in the volume and relative share 
of business loans at members banks to small, medium, and large bor- 
rowers at various sizes of banks between October 1955 and October 
(87. The basis for classifying businesses as small, medium, or large, 
thich was briefly discussed early in this report, is given in appendix A 
itsurvey I], page 396. 

An indicated in table 10, while all sizes of borrowers participated 
nthe large increase in business loans during the period, loans to large 
borrowers went up the most—an increase of $4.9 billion. Business 
hans to medium-size firms rose by $3.9 billion, and loans to small firms 
by $0.7 billion. In terms of relative gains during the period, loans to 
hirge firms increased by 51 percent in amount and 31 percent in num- 
ber; to medium-size firms by 28 percent in amount and 23 percent in 
number; and to small firms by 11 percent in amount and 4 percent 
innhumber. 























“An overall analysis of the business loan survey is contained in survey II, p. 371. 
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TABLE 10.—Business loans of member banks, October 1955 and October 1957, 
by size of bank and relative size of borrower * 

















































Size of bank (total deposits in Percentage change, 1955-9 haste 
millions) tive g 
All banks Pe oO ten Pekan ef ey |_| —_—_—n jand, 
$100 and | | Size of bank (4 (de. | 
Relative size of Under $20 | $20 to $100 | over | posits in millions) T aM 
borrower | | 
} pe eee re I al All | FarMes . 
| banks) — ible f 
Under} $20 to} $199 1 
1955 | 1957 | 1955 | 1957 | 1955 | 1957 | 1955 | 1957 | $20 | $100 and relati 
| | | | . ‘ 
| | me | | over Hof ba 
crake eee ns Joanie stl nag each eal doeiaitehiaieron a to dees Phan ae aaah ree iti 
Amount (millions of en Amount Th 
| 
Tid ne mit OTL ake aD 
Small BS Si 6, 327 7,001} 1, 254} 1, 328} 1, 37 1 x on 3, - 4, 127|+-10. al +5. 9]/+12. 81411 4 gee 
Medium...------ 13, 835] 17, 706] 1, 281] 1, 594) 2 2; 106| 2, 665) 10, 447/13, 447| +28. OQ} +24. 4)+-26, 5|-+28 7 nde 
ratets 5.2% | 9,760} 14, 704} 88 104) 495) 649) 9, 176/13, 951) +-50. 7} +17. 7 +81. +0 ‘bili 
eee eS eaend nats ee ’ 
All sizes?......| 30,805) 40,618] 2,708) 3, 101| 4,087) 5, 015124, 009) 32, 501|+31.9 +14. 5|+22 74384 tanks 
| ae ee eee —— its 
Number (in thousands) Number pl : 
Be NE meres eee ie ea or ed ve _ ee 
, ad at ee ee Tae int 
el .-| 685.5 714. 4) 302.5) 285.4) 150.8) 162.3) 232.2) 266.7) +4.2) —5.7| +7.6)4+149 
BGMOn... <...-... | 391.3 480.8) 140.1) 159.1) 99.4) 132.2) 151.7) 189. 5} |-+-22. 9} +13. 5] +32. 9}+24 9 arge 
TOE. pis iidemenceee 26. 4 34.7 2.6; 3. 1 5. 5) 7.4, 18.3) 24.3} Toi. 4 Tis. 3| +33. 2|+32.8 rn 
Sunehiaisdascatsncapuniibeanish tiene, sees sabe nepaisiiamendaaptarts al ee very 
All sizes #.__-_.| 1,185.2 1, 280.6) 465.3) 458.8 269. 5 315. 3| 450.4, 506. 5) +8.0) 1. 4/+17.0 pias ray 
| e. 
Sas Th ae ree: ease : - : a 
1 The total asset size used to classify various types of business as pitied small, medium, or large is ol ° 
in survey II, appendix A. polic 
2 Includes a small amount of loans for which size of borrower was not ascertained. j Va 
NortTe.—Details may not add to totals because of rounding. 1088 


TABLE 11.—Percentage distribution of business loans of member banks, October 
1955 and October 1957, by size of bank and relative size of borrower* 


Size of bank (total deposits in millions) 


| 


Under $20 | $20 to $100 $100 and over 


All banks 
Relative size of borrower 





| } 
| 1955 | 1957 1955 | 1957 | 1955 | 1957 1955 | 1957 
] | | 








Amount 































ee 

Small... _-- souk ; | 20.5| 17.2] 463] 428] 335] 308] 154] 187 bn 
Medium.....__-- 44.9] 43.6| 47.3] 51.4| 51.5] 531] 435) 414 | 
Daree.....-: 31.7| 36.2 3.3 34] 121 12.9} 382) 429 Blow 
All sizes 2.....--- __..| 100.0 | 100.0, 100.0| 100.0{ 100.0} 100.0| 100.0} 1000 |f0r 

| Aen, Sees ee. on hl Ee poe aa a S 

Number TeV 

sled eee) chet eel ae ~ 

Benbit. 2235200: zeta 57.8] 55.8] 65.0] 622] 56.0] 51.5) 516] m7 Jo 
Medium....__- ion 3b SEO) RS SSR Be | % 36.9 9 | 41.9} 33.7| 374 4'e 
Large....-- omen a3) 271.6 7 2.3/ 41] 48 fipp 
All sizes 2_- 100.0 | 100.0} 100.0 | 100.0 100.0 | 100.0! 100.0 ‘atl 

itl ioctioscenienibimmnsticiiapsiatis " sincieniesianniaialbdnmgeatadtél eaabiaea Se F peenniiaanweomagh a Ny 


1 The total asset size used to classify various types of business as relatively small, medium, or large is given 
in survey II, appendix A. 
2 Includes a small amount of loans for which size of borrower was not ascertained. 


NotTE.— Details may not add to totals because of rounding. 





For purposes of the present report, it is significant to note the 
differences by size of bank, as indicated in table 10. Generally, the 
largest banks showed the biggest relative gains in business loans to 
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| sizes of borrowers. In terms of the amount of loans to small 
ysiness, banks under $20 million deposits showed the smallest rela- 
ive gain during the period—an increase of 6 percent. On the other 
ind, the 2 larger sizes of banks showed increases of about 12 percent. 
Thus, the increases in loans to small business were relatively the 
meatest at the largest banks, despite the severe squeeze on their loan- 
le fund position, as previously discussed. Conversely, the smallest 
glative gains in loans to small business occurred at the smallest class 
banks, which, as noted earlier, were in a much more comfortable 
wsition for loanable funds. 
The above developments seem to confirm the tentative conclusion 
aggested earlier: that the main weight of business loan demands 
ynded to focus on the larger banks. Even more important, the pos- 
ibility is suggested that loan demand from small business at the 
wnks under $20 million of deposits, generally located in nonmetro- 
wlitan areas, was not very vigorous. The size class of banks involved 
mis in a position to meet a much larger loan demand, from a stand- 
wint of loanable funds. Whether such banks simply did not have 
rge demands from small business, or whether they were following 
ry restrictive policies in lending to small firms, is not indicated one 
my or the other by the mere statistics. But the question may be 
jarified by the small banks’ responses to questions on their loan 
wlicies during the period of monetary restraint, as discussed below. 
‘Various matters relating to changes in the relative share of busi- 
ws loans outstanding to various sizes of borrowers, and held by 
rious sizes of banks, are indicated in table 11. For all sizes of 
unks, the amount of loans to small business as a share of total busi- 
ss loans was somewhat smaller in 1957 than in 1955, with the 
matest loss of relative position occurring at the smallest banks. 
the number of loans to small business also showed a relative loss 
{position at the two smaller sizes of banks, but at the largest banks 
sowed a small increase in relative share. 






































REND IN NUMBER OF BUSINESS LOAN APPLICATIONS 







AND REJECTIONS 













The data in tables 10 and 11 show only the amount of business loan 
mand which was actually met. There is the further question of 
ow much, if any, of an additional unsatisfied demand existed, both 
tom small firms and medium- and large-size firms. 

Some qualitative evidence on this point was developed in the inter- 
mews with banks. Given the lack of complete and readily available 
words to consult, as previously discussed, the loan officers inter- 
iewed were asked to give their best recollections of the trend—in- 
tase, decrease, or no change—in the number of business loan appli- 
tions, rejections, and the rejection rate between 1954 and 1957, 
warding both small business and larger firms. Although the re- 
pnses came from knowledgeable sources, they are in the nature of 
apressions rather than confirmed data, and must therefore be used 
mth considerable caution. Moreover, the responses indicate only 
m direction and not the degree of change. The results are sum- 
urized in table 12 for all banks interviewed, grouped by size of 
uk and by size of center. 

As indicated in table 12, a majority of banks reported an increase 
ithe number of loan applications, both from small firms and from 
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larger firms (i. e., medium- and large-size businesses). The impor. 
tant point, however, is that a much higher percentage of the }j 
banks reported such an increase than did the small banks. In th 
case of banks with deposits over $100 million, over 80 percent reporte) 
an increase in the number of applications from both small and |g 
business. In contrast, only a little more than half of the banks undy 
$20 million reported an increase in small-business loan application 
and only one-third of them reported an increase in applicatioy 
from larger businesses. These differences tend to confirm the tentatiy 
conclusion, reached above, that the main weight of business loy 
demands, from all sizes of business, probably focused on large bank 
in metropolitan areas. Recognizing that these same banks first failej 
to share proportionately in deposit gains and later lost loanabk 
funds (i. e., deposits) to the smaller banks, it would be expected thy 
the process of credit rationing would be much more severe at they 
banks than at small banks. 


TABLE 12.—Trend in number of business loan applications and rejections ay 
in the rejection rate between 1954 and 1957, for small firms and for large 
firms, by size of bank and size of area’* 


businesses ? 


Involving small | Involving medium-aj 


large-size businesses! 


 ocodaieclae-cenladiaiee 


Trend in— Percentage of banks reporting— 
seins a res | 

No | In- | De- No | In- 
change | crease | crease | change 
| | 


| 


Number of loan applications at— | 
Banks with deposits (in millions) of— | 
Under $20__._. ih 
$20 to $100__.- | 
$100 and over_. 
All banks. 
Banks in metropolitan areas or centers with a 
population (in thousands) of— 
Under 50 
50 to 500... 
500 and over. 
Number of loan rejections at— 
Banks with deposits (in millions) of— 
Under $20 . 
$20 to $100__._-- 
$100 and over. -- ie is ieee 
All banks.-- Sanne 44 
Banks in metropolitan areas or centers with a 
population (in thousands) of— 
Under 50._...-. , ae ‘ aes 56 39 
50 to 500___-. t ; ; 31 62 
500 and over-- ntaiated 36 59 
Loan rejection rate at— | 
Banks with deposits (in milions) of 
Under $20_.... : | 68 17 15 83 
$20 to $100-_.- nate ‘ - 53 19 28 56 
$100 and over..--- i : 53 15 | 32 51 
All banks. nee 62 17 21 69 
Banks in metropolitan areas or centers with a 
pees (in thousands) of— | 
Under 50 fe oe, Ryaee = ee 71 14 15 | 83 
50 to 500_..- as oinintan di 50 24 26 58 
500 and over... __- sc icandalahhdihiae 59 17 24 61 | 
| I 











% 
a 








1 Based on views expressed by banks during interviews on small business financing in late 1957. Sine! 
large majority of banks had no easily available records to consult on the subject, the trends indicated st 
based on the recollections of the officers interviewed and no doubt involve a much lower order of 
than if complete data had been available. The table is thus subject to this important limitation. 

2 Based on replies from 632 banks. 40 banks did not attempt to make any estimates of the trends unde 
consideration. 

3 Based on replies from 496 banks. 136 banks that replied to the trends concerning small business ind 
— — their number of loans to medium- or large-size firms was so smal] as to make the question na 
applicable. 
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In addition to stiffer credit standards and a scaling-down of loan 
requests, an additional method of rationing would involve an increase 
in the number of outright rejections of loan applications. Some evi- 
dence on this point isc ontained i in table 12. 

While half of all banks indicated that the number of rejections 
involving small business had risen between 1954 and 1957, a con- 
siderably higher percentage of banks in large metropolitan centers 
(59 percent) indicated a rise in the number of rejections as compared 
with banks in centers under 50,000 population (39 percent). Simi- 
larly, a higher percentage of the larger banks indicated an increase 
in the number of rejections of larger “business loan applications than 
was the case with the small banks. In fact, the majority of the small 
banks indicated that the number of rejections had remained un- 
changed or decreased during the 3-year period, while the majority of 
the large banks indicated that rejections had risen. This is further 
evidence that the main impact of monetary restraint, operating in 
conjunction with factors producing a redistribution of the loanable 
funds in the banking system, had its main impact at large banks in 
large metropolitan areas. 

This same evidence adds strength to the possibility suggested earlier 
that the smaller percentage gain in loans to small business at banks 
under $20 million of deposits, as compared with larger banks, was 
due to a weaker demand rather than more restrictive loan policies 
than at the larger banks. The fact that business loans to medium- 
and large-size firms showed larger relative gains than loans to small 
business in and of itself does not prove that smal] business bore the 
main brunt of monetary restraint. 

The percentage of banks indicating a rise in the absolute number 
of rejections is one of the measures of the unsatisfied margin of busi- 
ness loan demands during the period. It will be noted that an increase 
in the number of rejections occurred, both for small firms and for 
larger firms, with a higher percentage - banks reporting a rise in 
rejections for small business than for larger firms, except at the 
largest banks. At the latter institutions, a greater proportion of the 
banks indicated that rejections had risen for larger borrowers than 
for small borrowers. This would confirm that credit rationing af- 
fected not only small firms but larger firms as well. 

Another measure of the process by which credit rationing adjusted 
the business demand for bank credit to the available supply is the 
trend in the proportion of loan applications rejected. This is also 
indicated in table 12. 

Generally speaking, a considerably higher percentage of banks 
reported an increase in applications for business loans than reported 
an increase in the number of rejections of business loans, for both 
small and larger borrowers. This would suggest that for most banks 
the rejection rate did not increase. This is indicated by table 12, 
showing that, for both large and small business, the majority of banks 
reported that the rejection rate had remained unchanged. Another, 
but smaller, portion of the banks indicated a decrease in the rejec- 
tion rate. In the case of small business, one-third of the largest 
banks and one-seventh of the smallest banks reported a decline in the 
proportion of loan applications rejected. In the case of larger firms, 
three-tenths of the largest banks and one-tenth of the smallest banks 
indicated a decline in the rejection rate. However, 17 percent of the 
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banks, in the case of small business, and 11 percent of the banks, in 
the case of medium- and large-size business, reported that the rejec- 
tion rate had risen during the interval. 

Even assuming that the above figures were completely accurate, 
however, the absence of a general rise in the rejection rate does not 
imply a lack of growth in the volume of unsatisfied credit demands, 
The rise in the absolute number of rejections, as reported above, would 
seem to be a more significant measure. To that extent, there is eyi- 
dence that the hard necessities of rationing the available supply of 
bank credit among the greatly enlarged business demands for it did 
result in some increase in the volume of unsatisfied credit demands 
during the period, both for small firms and for larger borrowers. 
Shift in reasons for loan rejections 

The relative frequency of various reasons for loan rejections, as 
reported by the banks, was discussed at an earlier point. It was 
indicated that by far the most important reasons had to do with the 
creditworthiness of the borrower rather than with the banks’ overall 
policies or with banking laws or regulations. 

With only one important exception, the banks indicated that there 
had been no change in the primary reasons for loan rejections during 
the period of credit restraint from the end of 1954 through late 1957, 
The major exception was that a number of banks reported that the 
lack of an established deposit relationship, or the lack of willingness 
to establish a future deposit relationship, was a much more important 
factor in loan rejections during the period of credit restraint than it 
had been during the preceding period of credit ease. With the gen- 
eral slowing down in the growth of total deposits, brought about 
through credit restraint, and given the very large demands for bank 
credit during the period of business boom, most banks felt pressed for 
loanable funds, since the net inflow of deposits determines any given 
bank’s lending ability. It was natural under these circumstances that 
the banks, particularly the larger ones which were experiencing a 
relative or absolute loss of deposits, should take measures to retain 
deposit funds. Asa prerequisite for obtaining bank credit, the setting 
forth of a prior deposit relationship, as well as a minimum compen- 
sating balance during the period of the loan, was one way of accom- 
plishing this objective. The extent, therefore, to which established 
deposit relationships and compensating balances became an increas- 
ingly important type of qualification in obtaining bank credit was 
one of the important byproducts of credit restraint. 


Lines of credit 


With regard to the strong increase in the demand for business loans 
during the period under consideration, which seems to have occurred 
mainly at the large banks and by larger borrowers, the banks were 
asked to indicate whether the loans were granted under lines of credit 
previously in existence or under new lines. For the most part, par- 
ticularly at the big banks, it was indicated that the bulk of the loans 
were granted under previously existing lines of credit, which were 
used much more actively, although there was some increase in the 
size of existing lines during the period, as well as an increase in new 
lines. This may be an important part of the explanation of Ms the 
preponderant share of the business loan growth, especially at the large 
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banks, went to large business. It is generally known that large busi- 
ness firms borrow principally from big banks, mostly on an unsecured 
basis under lines of credit. As shown in table 10, banks with deposits 
over $100 million account for 95 percent of loans to large firms. Given 
the keen competition between banks for deposits, particularly during 
a period of monetary restraint, one of the strong “selling points” that 
a bank has to offer a prime customer in attracting its deposit balances 
isa line of credit. Thus, during the period of the capital goes boom, 
with a tremendous demand for external financing by large firms, 


which was met only in part by an unprecedented volume of security 
issues, apparently a substantial number of big concerns exercised their 
“options” with banks—that is, used lines of credit for which previous 
commitments had been arranged. 


CHANGES IN BUSINESS LOAN POLICIES 


It seems clear that, while monetary policy from 1955 to 1957 had a 
restraining effect on the extension of bank credit in general, as is in- 
dicated by the slowing down of deposit growth, banks managed to 
grant a very large volume of business loans, mainly through a liquida- 
tion of security holdings and an increase in borrowings from Federal 
Reserve banks. 

Despite the large increase in business loans, it appears from the 
trends reported in the number of loan rejections that there was still 
a margin of unsatisfied demand, even though the proportion of rejec- 
tions was reported not to have risen at most banks. In short, credit 
rationing had to be practiced, mainly at the larger banks, in order to 
scale down the volume of requests to the supply of funds which could 
be made available. 

A central problem at issue is whether the process of credit rationing 
tended to impinge more on small borrowers than on larger ones. That 
is, whether business loan policies tended to change differently insofar 
as they affected small and larger business borrowers, or whether the 
effect of any given policy change tended to bear more heavily on any 
given size class of borrower. 

It is important to bear in mind that monetary restraint affects the 
loan policies of individual banks only indirectly, through actions by 
the central bank which influence the volume, availability, and rate of 
growth of member bank reserves. Federal Reserve credit policy ac- 
tions, however, tend to affect only the total volume of member bank 
reserves, and not their distribution among banks or the uses made of 
available lending potential at banks. The distribution of reserves 
among member banks is determined by market forces; that is the suc- 
cess of any given bank in attracting the balances of depositors, the 
net direction and flow of money payments, and so forth. 

For any given bank, as noted earlier, the volume of added loanable 
funds depends on the net inflow of deposits. Thus, any given bank is 
largely unable to identify the specific impact of monetary policy 
among all the other factors which affect its gross gains and losses of 
deposits. 

In a period of monetary restraint some banks may be affected much 
more than others, as the figures cited have made clear, but such an 
outcome is the result of market forces that determine the distribution 
of a given amount of reserves and deposits among member banks. 
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Thus, a change in loan policies at any given bank may not necessarily 
stem solely or directly from the impact of monetary restraint. Dur- 

ing such a period, one bank may be gaining deposits and another bank 

losing funds. For these reasons, the impact of credit restraint on 

loan policies of individual banks can only be inferred, and not measured 

directly. 

As part of the interviews, the banks were asked a series of questions 
as to whether any changes had taken place during the period of mone- 
tary restraint in various policies affecting business loans, with special 
reference to small business. Questions on most of the 11 facets of 
loan policies included a specific reference to small versus larger bor- 
rowers, while in other cases the distinctions were usually made ap- 
parent in the answers given. The purpose of the questions was to 
obtain greater knowledge of how the process of credit rationing, 
brought about by the general climate of credit restraint, tended to 
work, and whether it tended to have a differential effect on small busi- 
ness. 

As might have been expected from the changes previously noted in 
the loanable funds position of various size classes of banks, in con- 
nection with the relative strength of loan demands at the same banks, 
a change toward more restrictive loan policies was most clearly ap- 
parent at larger banks in metropolitan areas and least apparent at 
banks in rural areas. Moreover, the responses of the banks indicated 
that the tightening of loan policies was not based on size of borrower, 
but had been undertaken “across the board” for large and small 
borrowers alike. Even though size of borrower was not the criterion 
by which credit rationing was exercised, there still remains the ques- 
tion of whether the specific policies that were made more restrictive 
tended to affect small borrowers more than large. A tentative answer 
to that question will be attempted in the course of reporting the 
specific policy changes. 

Various policies affecting business loans which were reported to 
have changed substantially, mainly at the larger banks, were in regard 
to (1) compensating deposit be Steere (2) standards of credit- 
worthiness, (3) new versus established customers, and (4) loans to 
nonlocal borrowers. 

On the other hand, policies on term loans showed only a moderate 
change, which was much more apparent in some sections of the coun- 
try than others, and mainly at large banks for large borrowers. 

Finally, loan policies which showed little or no change, at all sizes 
of banks, were in regard to the following: (1) Short-term loans, (2) 
secured versus unsecured loans, (3) lines of credit, (4) overall ratio 
of loans to deposits, (5) loan renewals, and (6) types of industries 
accommodated.” 


1 Jt should be noted that the meaning of “policy changes” discussed in the interviews 
was not always clear, despite the attempts by banks to give careful and thoughtful replies. 
There were some indications that, while policies might have remained unchanged, attitudes 
and practices did change. Answers of ‘“‘no change” in policy were very frequent, yet it is 
not certain that this expresses adequately the change in conditions that occurred. For 
example, without any change in policies of serving established customers or best qualified 
customers first in a period when credit demands are strong, there could be a considerable 
shift adverse to new borrowers or a rise in general credit standards applied. Some banks 
might consider these changes as encompassed within existing policies. In addition, some 
banks may have reported “no change” in certain policies simply because the alteration 
was so gradual or so modest as to be considered unchanged for all practical purposes. 
Even small shifts that individual banks might consider “no change,” however, could add 
to a considerable magnitude for all banks taken as a whole. 
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an policies showing substantial change 

Gompensating deposit requirements.—As a reason for loan rejec- 
; the growing importance during the period of monetary restraint 
¢alack of an established deposit relationship was discussed earlier. 

\sa loan policy, a clear majority of banks in large metropolitan areas 
wer 500,000 population) placed more stress on compensating bal- 
ges during the period, indicating that it became a virtual require- 
gnt in order to get loan accommodation. This policy was reported 
»have applied especially to large borrowers. In many cases, the 
lances required were larger than in 1954, and if reasonable balances 
ere not maintained, the interest rate was often increased. To a lesser 
stent, this same prey change was reported by banks in small metro- 
wlitan areas (under 500,000 population) , while it was stressed by only 
jmall minority of banks in nonmetropolitan areas. 

Standards of creditworthiness —At banks in large metropolitan 
yeas, a substantial number (but less than half) reported a definite 
mdency to become more selective in granting loans during the period 
{monetary restraint. It was indicated that the analysis of under- 
ying credit factors became more thorough, and that adherence to 
wpayment schedules became firmer. In addition, a more careful 
gmtiny was made of the use of credit in the business, with a reported 
mdency to withdraw credit if the firm was making little headway. 
{number of banks reported deliberate efforts to upgrade the quality 
# the loan portfolio during this period of intense credit demands 
then they necessarily had to ration the supply of loanable funds. It 
mas often indicated that borrowers were required to have more equity 
ind to supply the banks with more collateral. 

Banks in smaller metropolitan areas also indicated an increase in 
medit standards during the period, although to a lesser extent than 
it banks in larger centers. It was reported that closer scrutiny of 
inancial statements and earnings prospects was made, and that the 
wogress of the business was followed more closely. Relatively few 
wnks in nonmetropolitan areas indicated an application of stiffer 
dit standards, but there was some greater selectivity and closer 
hecking of applications, especially regarding the borrower’s capital 
wsition. In some cases, the higher standards were indicated to Sav 
ven applied because the outlook for the particular line of business was 
poor. 

The raising of credit standards was reported by the banks to have 
plied to all sizes of borrowers. Since small businesses as a group 
i not as creditworthy as large businesses, and since their credit- 
worthiness tends to deteriorate relative to that of larger business in 
jnosperous times, this policy change undoubtedly affected small busi- 
esses more adversely than larger businesses. It was a matter, how- 
wer, of lending to the best qualified borrowers—one aspect of the 
uarket process of allocating resources in a private enterprise economy. 

New versus established customers.—A sizable number of banks in 
arge metropolitan areas indicated that, during the period of monetary 
nstraint, established customers were given increasing preference 
wer loan ee coming to the bank for the first time. Since loan 
finds were limited, priority was given to regular borrowers, as op- 
ysed to new customers, often newly established small firms, as well 
isto those who were “shopping around” for credit, or those national 
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concerns approaching the bank for the first time. To a lesser by 
still noticeable extent, the same policy change was reported by banks 
in small metropolitan areas. A Sathibier of these banks indicated leg 
willingness to take on a new customer, especially if large immedigt, 
borrowing was involved. Since banks in nonmetropolitan areas wey 
not faced with the same intensity of demand for business loans, rely. 
tively few of them indicated a policy of giving greater preferencg 
to established customers during the period. 

Loans to nonlocal hobrowtie: tte question on this loan policy 
referred both to direct loans to nonlocal customers, as well as to par- 
ticipation loans with other banks to nonlocal borrowers. In lar 
metropolitan areas, except at very large banks whose loan operations 
tend to be nationwide, there was a frequent expression of reduced 
willingness to grant loans to nonlocal borrowers, mostly sales finance 
companies and commodity dealers, during the period of monetary 
restraint. Because of the relative shortage of funds, it frequently 
became the policy to serve local credit needs first. This policy cha 
was most often reported in the case of direct loans to out-of-town bor 
rowers. Banks doing a correspondent business reported in some casey 
that they were under pressure to take participation loans with their 
country correspondents, but that these loans had been given more care. 
ful supervision. It was also indicated that, since nonlocal borrowers 
are most often apt to be medium- or large-size firms; the policy changes 
referred to tended to favor small local firms. To a lesser extent, banks 
in small metropolitan areas also reported a cutback in loans to non- 
local borrowers, in an effort to serve local credit needs. Since banks 
in nonmetropolitan areas do little lending to nonlocal firms, very few 
such banks reported any change in policy. 


Loan policies showing moderate change 


During the period of monetary restraint, reported changes in policy 
on term loans varied widely from one section of the country to another, 
making it particularly hard to generalize. Banks in some regions of 
the country indicated a substantial tightening, while banks in a larger 
number of regions reported little change. Such changes as were re- 
ported applied almost entirely at banks in metropolitan areas (both 
large and small), and mainly for larger borrowers only, with virtually 
no changes reported by banks in nonmetropolitan areas. Moreover, 
the policy changes were apparently made rather late in the period 
under consideration. 

At a number of the larger banks in five Federal Reserve districts, 
it was reported that a more restrictive policy had been adopted in grant- 
ing term loans, especially to large firms. Some banks indicated that 
this had been one of the more important changes in their loan policies— 
to grant term loans less liberally, and with shorter maturities. Ina 
few cases, the reported changes were based on uncertainties in the out- 
look for peitinaee industries. The greater number of changes, how- 
ever, were indicated to stem from the stringency in the supply of loan- 
able funds and a consequent preference for avoiding loans which would 
lengthen the average maturity of the loan portfolio and aggravate 
the problem of declining liquidity. 


Loan policies showing little change 


Short-term loans to large versus small business.—At all sizes of 
banks, the almost unanimous reply was that there had been no policy 
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janges with respect to short-term loans to either small or larger bor- 
overs, or that fi icy had shifted in favor of one size or the other. 
(few large banks, however, commented that, to the extent credit ra- 
jing was necessary, small loans were more likely to slip through, 
ince there was a tendency to make a closer scrutiny of loans above a 
gtain dollar amount. 

Lines of credit (including firm commitments) to individual firms.— 
fren at banks in large metropolitan areas, there were only scattered 
gstances in which a policy change on this matter was reported, and 
je changes were not all in the same direction. Some large banks 
dicated that as they had become more fully loaned up, they had 
ome more reluctant to establish new lines or increase the size of 
gisting ones. Other banks reported that they had increased their 
ines of credit in the past 3 years, including those to small borrowers. 
haddition, a few banks reported that certain lines of credit had been 
josed or reduced because of deterioration in the outlook for the type of 
siness involved; e. g., auto and appliance dealers and construction 
ims. Banksin small metropolitan areas reported even fewer changes 
dan above, mostly a matter of reducing lines of credit to sales finance 
mpanies. At banks in nonmetropolitan areas, indications of policy 
anges on lines of credit were virtually nonexistent. Despite the 
meral absence of policy changes at all sizes of banks, it was noted 
hat existing lines of credit were used much more actively. 

Loan-to-de posit ratios.—A question was asked on this ratio or other 
mans of determining when the bank is fully loaned up. In setting a 
mit to the ratio, a great flexibility apparently exists in bank attitudes. 
lo the extent that any changes in policy were noted, mostly at the 
ger banks, they appeared to be in the direction of increasing the 
wmissible ratio of loans to deposits, in order to accommodate the ris- 
wloan demand. For some banks, this process had reached a point by 
7 at which they were feeling some discomfort over the level to 
hich the ratio had risen. At a few banks where the policy limit was 
uched, it was reported that they were more critical of loan applica- 
ims and tended to cut back on term loans and loans to new borrowers. 
wme banks, while expressing no policy change, indicated that they 
i{not wish to exceed the ratio of loans to deposits then prevailing. 
le smaller banks generally had had no problem on loan-to-deposit 
ios, reporting that their deposit increase had been substantial and 
lut they never had been loaned up during the period of monetary 
wraint. Small banks usually have ratios of loans to deposits that 
nlow, compared to the larger banks. 
loan renewals.—At all sizes of banks, a large majority indicated 
lut there had been no policy change on loan renewals, either for 
mill or larger borrowers, during the period of monetary restraint. 
tsome of the larger banks, however, where the problem of credit 
ining had been especially severe, there were some indications that 
uewal policy had stiffened. In such cases, it was reported that re- 
msts were reviewed more carefully, some reduction asked in the 
meipal amount of the loan at time of renewal, more collateral re- 
aired for renewals, or a higher interest rate applied. There was no 
lication of whether these changes had applied more to one size of 
imower than another. 

Secured versus unsecured loans.—Only a small minority of banks, 
inly the larger ones, reported any change in policy in the direction 
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of more secured loans during the period of monetary restraint. Qph 
in relatively few cases was it reported that collateral was requestg 
from borrowers that formerly had received unsecured loans. Apart 
from the proportion of secured loans, however, there were more frp. 
quent indications that more and better collateral was requested 
secured loans than had been the case in 1954. 

Types of industries accommodated.—There was almost complete 
absence of any indication of policy changes on this matter at all sigs 
of banks. Moreover, the few changes reported were almost all a» 
sult of deterioration in the outlook Tor specific industries, rather tha 
resulting from a relative lack of loanable funds by the bank. fy 
amples cited included loans to loggers, lumber-mill operators, real. 
estate subdividers, and auto and appliance dealers. The only gy. 
ceptions were in the case of sales-finance companies and commodity 
dealers, where some banks had reduced their loans in order to accon. 
modate other lines of business. Thus, the shifts that took place ip 
business loans to various types of business during the period of 
monetary restraint were reported to have stemmed almost entire; 
from relative changes in loan demand. 

In summary, the main changes in loan policies through whieh 
credit rationing adjusted the demand for business loans to the ayail- 
able supply seemed to have mixed tendencies with regard to the in- 
pact on small versus larger borrowers, although probably with some 
what greater restrictive effect on small borrowers. The widespread 
increase in standards of creditworthiness probably tended to favo 
large firms. In general, such firms tend to have better credit rating, 
and meet other qualifications better, than many small firms. The 


preference given to established over new customers of banks probably 
had mixed effects on small versus large borrowers. A growing sele- 
tivity regarding new customers would tend to hit hard at newly estab 
lished small firms. On the other hand, such a policy would also tent 
to work against national or regional firms attempting to borrow from 
additional banks for the first time, while it would tend to favor estab 
lished small firms. The oc of favoring local borrowers over non: 


local ones would clearly be in favor of smaller concerns, and such 
policy was widely adopted by banks during the period of monetary 
restraint. Finally, the widespread extent to which established deposi 
relationships and compensating balances were stressed as a prt 
requisite for obtaining bank credit affected all sizes of borrower, 
but seemed to apply with particular force to large firms. 


SUMMARY AND CONCLUSIONS 


(1) Because of their size and the environments in which they 
operate, most commercial banks are strongly oriented toward smal 
business. 

(2) Yet the nature of commercial banking requires that certain 
minimum credit standards be observed in extending credit, including 
loans to smal] business. 

(3) Because of the above, most bankers indicated that they ar 
anxious to lend to small businesses, providing the business concerts 
can meet banks’ minimum credit standards. 

(4) Most banks indicated that they will lend to new businesses, bit 
that greater risks are involved and more caution necessary 
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(5) Inasmuch as small businesses are likely to have more difficulty 
than larger concerns in meeting banks’ minimum credit standards, the 
adequacy of bank credit for small business turns on the specific forms 
and terms of loans made. 

(6) Commercial banks make available a wide variety of forms of 
loans, many of them developed to a considerable extent specifically to 
meet the needs of small business. 

(7) Various types of secured loans rank high among the forms 
of bank credit extended to small businesses. Unsecured loans are 
also made frequently, indicating that there are many small business 
borrowers with good financial statements and capable management. 

(8) Large banks offer a greater variety of loan forms than do small 
banks. Largely because of cost considerations, the latter are more 
likely to standardize lending procedures rather than to offer a wide 
variety of highly specialized. loan forms. ‘There is some tendency for 
forms of lending by the various banks in a given community to com- 
plement one another. 

(9) A description of the various types of loans made indicates that 
bankers tend to subject almost all borrowers to the same general tests 
of creditworthiness, but they have found from experience that certain 
lines of business and types of collateral offer possibilities of greater 
risks than others. By and large, terms do not seem to vary signifi- 
cantly as between loans to small and larger businesses, except that 
interest rates are usually higher for the former. Terms seem not to 
have changed significantly since 1954 except that interest rates were 
higher. 

(10) Since evaluation of credit risks is not an exact science, the 
assessment of the creditworthiness of borrowers varies somewhat 
from one bank to another, but with fewer variations among com- 
munities of like size. The partly subjective nature of bank credit 
standards must be kept in mind in considering the reasons reported 
P banks for rejecting loans. 

(11) The primary reasons reported for rejecting loan applications 

from small business concern the creditworthiness of the Ga ‘rower, 
rather than bank lending policies of banking laws and regulations. 
The most important reasons by far were inadequate owner’s equity, 
poor earnings record, and questionable management ability, indicating 
an excessive degree of credit risk. Also important were inadequate 
collateral and excessive maturity. 

(12) Scattered reports from banks with complete records on loan 
rejections suggest that in the latter half of 1957 the proportion of 
total formal business loan applications rejected probably amounted to 
no more than one-tenth of applications, with the great majority of 
applications as well as rejections involving small business. 

(13) The interview results suggest that substantial efforts are made 
at most banks to find some way in which to grant business credits 
requested, even if for a reduced amount, or with added collateral or 
other protection. Before rejectin loans, banks appear to consider 
various means of making the loan “bankable.” 

(14) An analysis of changes in bank loans, investments, and de- 
osits from mid- 1954 to mid-1957 suggests that the main weight of the 
uge increase in business-loan demand, apparently stemming mainly 

from large concerns in connection with the boom in plant and equip- 
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ment outlays during the period, tended to fall on large banks in large 
metropolitan areas. This was confirmed by the interview responses 
in which a much higher percent of the large banks reported an increase 
in the number of business-loan applications between 1954 and 1957 
from all sizes of borrowers, than did the smaller banks. 

(15) At the same time the larger banks, first, failed to share pro- 
portionately in deposit gains and, later, lost deposits and hence loan- 
able funds. Thus, these banks were in the poorest position, relatively, 
to meet the loan demand, and therefore experienced the greatest. prob- 
lems of credit rationing, even though they liquidated a very large 
volume of securities. Smaller banks, with more ample loan funds, 
apparently had less demand from business. 

(16) The business-loan-survey results, reported elsewhere, indicate 
that from 1955 to 1957, loans to large- and medium-size firms rose re- 
latively more than loans to small firms. The largest banks, however, 
showed a larger percentage increase in loans to small firms than did 
the smaller banks. The replies of banks to the interview questions on 
the trend in loan applications and rejections for various size firms, 
and to questions on changes in various loan policies, suggest that the 
disparate loan gains shown by large compared to small borrowers 
resulted mainly from differences in the strength of demands, but 
also, to a lesser extent, from the impact of monetary restraint and the 
resulting changes in bank policies. 

(17) A considerably higher proportion of banks in large metropoli- 
tan centers indicated a rise in the number of loan rejections, both from 
small and larger firms, than was the case with banks in small centers. 
A majority of the latter reported that the number of loan rejections 
had remained unchanged or had decreased in the 1954-57 period. 
This tends to confirm other indications that the problem of credit 
rationing was most acute at the largest banks. 

(18) During the period of monetary restraint, in which the num- 
ber of business loan rejections was rising, there was no change in the 
3 main reasons for loan rejections, reported in point 11 above. The 
only significant change in reasons for rejections, according to the 
banks interviewed, was the growing importance of the borrower’s 
lack of an established deposit relationship or an unwillingness to 
maintain an adequate compensatory balance. 

(19) During the period of monetary restraint, the changes in bank 
loan policies through which the process of credit rationing adjusted 
the demand for business loans to the available supply of funds were 
reported by the banks to have been made applicable to all sizes of 
borrowers. Such policy changes were reported mainly by large banks, 
with very few changes indicated by smaller banks. While the effects 
of more restrictive loan policies were felt both by small and large 
firms, on net balance the greatest impact was probably on small firms. 

(20) The principal changes in business-loan policies which were 
reported were an upgrading of credit standards, which no doubt 
favored larger borrowers; an increasing stress on compensatory deposit 
balances as a condition for obtaining credit, which was reported to 
have been applied especially against large firms; a growing preference 
for established borrowers over new customers, which would tend to 
have an adverse effect on newly established small firms, and, also, to 
a lesser extent, on large national firms seeking to borrow from addi- 
tional banks; and a growing priority given to local customers as 
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wainst nonlocal borrowers, which would tend to favor smaller 
business. 
APPENDIX A 


QUESTIONNAIRE FOR INTERVIEWS WITH COMMERCIAL BANKS 
ON SMALL BUSINESS FINANCING 


Name of bank - _ - _......| Name(s) of officer(s) interviewed: 
location of bank_ 
Total deposits (6-6—57) - - -- 
Total commercial and industrial loans 
(6-6-57) - --- -- Z awa - 
Member or nonme ember bs wk (ci ircle) Name of intervl iewer_ : 
BP. Rit BOWE Gc. nase ak 


—_———_ " ” a = Ne 


Definition of samll business: In the subsequent questions, utilize the following 
definitions of samll business. 


In the following lines of business: Firm is a SMALL Business if it has: 
]. (a) Retail trade Total assets less than $50,000 
b) Public utilities 
Construction firms 
d) Service firms 
) Wholesale trade Total assets less than $250,000 
») Commodity dealers 
) Real estate firms 
) Manufacturing or mining 
firms except those listed 
below 
3. Manufacturers of: Total assets less than $1,000,000 
(a) Food-liquor-tobacco products 
(b) Textile-apparel-leather products 
(a) Manufacturing or mining firms | Total assets less than $5,000,000 
producing: 
Metal or metal products 
Oil-coal-chemical-rubber 
products 
(b) Sales finance companies 
5. All other nonfinancial business not | Total assets less than $50,000 
listed above 


a 
b 
c 


(b) 
(c) 
( 
2. ( 
( 
( 
( 


| 


Bank Code No 

Deposit Size Class 
(6—-6—57) 

F. R. District No 


I, AVAILABILITY AND Cost oF BANK CREDIT TO SMALL BUSINESS 


A. Does your bank make any special efforts to accommodate small-business 
borrowers? (e. g., through various loan policies, through a small-business 


loan department, etc.) If so, please explain. 


23855—58 30 
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B. Does your bank extend credit to small business in any of the following forms 


(Check one answer on each line) 





| — 
Frequent | Occasional | Rare} Never} If ‘‘rare’’ or “never” 
briefly indicate why 


1. Financing of commercial, in- 
dustrial or farm equip- 
ment: 

(a) Ee MOOR 6 micehedink 4 bao sie eeids louse iee acoso eee 
(b) Paper purchased | r 
trom: detiiers......{....... 
(c) Paper rediscounted 
from finance com- 
DR eaten ctoadan ns 

Purchase, or acceptance of 
pledge of consumer paper 
from retail stores or 
dealers: 

(a) Auto dealers__.---_- 


to 


(b) All other retailers_--|.......j.......- sm sce hevasb shen een eqn 
3. Accounts receivable financ- 
er as a es ee 
4. Unsecured loans: | 
(a) Term 
(6) Under lines of credit_ 
Ser PGs icc ce eee a wens bouts i ear Kipte tye Sa Nel 
Loans secured by inventory-_-|- 
Loans secured by guaran- 
tees, endorsements, leases, 


oo 








7. Construction loans_--_...-~-- 
8. Mortgage loans on business | 
NN ON pho ergo peo Pens i Sc ca tpi Sea er hw we oe feo oe ame 
9. Loans secured by collateral | 
| 


unrelated to business (life 
insurance, securities, home 
mortgages, etc.)......_--- 
10. Other (specify) 








*Nore.— When a respondent bank checks ‘‘Frequently”’ in any of the above 


spaces in (1) through (10), please fill out the corresponding section of the Sup- 
plementary Schedules. 


Il. Creprr ExtTeENsIons TO NEw Firms 


(Nore.—Reference is made below to newly organized business firms or those 
first established within the past 24 months.) 


A. Do you extend credit at all to new firms (as defined above)? If so, do the 
forms in which credit is extended (as listed above) tend to differ from the 
forms used to extend credit to established businesses? 
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B. If you lend to new firms, are the terms more conservative than in lending to 
established small businesses? In what regard, and why? 
C. If itis your practice not to lend to new firms, please indicate the reasons for this 

















—— practice. 

OF “‘Never » 

icate why’ III. Crepir Extension to EstasiisHep SMALL ENTERPRISES WitH NEw 
—__ OWNERSHIP OR CONTROL 





(Note.—Reference is made to established business firms on which control or 
ownership has been transferred, in whole or in large part, within the past 24 months.) 


A. Do you extend credit at all to established small enterprises having substantially 
new ownership or control? If so, do the forms in which credit is extended tend 
to differ from the forms used to extend credit to established businesses? 

B. If you lend to established small enterprises having new ownership or control, 
are the terms more conservative than in lending to businesses in which the 
ownership has not recently changed? In what regard and why? 

C. If it is your practice not to lend to established small enterprises with new 

owners, please indicate the reason for this practice. 

















IV. Loan REJEcTIONS 






(Nore.—lIn the questions in this section, consider not only formal rejections of 
credit applications by the loan committee, but all rejections—including those ap- 
plications, however informal, that are screened out on first contact.) 






A. Reasons for loan rejections involving SMALL Business 


1. In the following list of reasons for rejecting loan applications of small business, 
please indicate the relative frequency with which such reasons occur. 













(Check one answer in each line) 















Reasons involving credit worthiness of borrower 





Frequent | Occasional} Rare Never 










Not enough owner’s equity in business: ....[. <2 ..sshsnscscchecicente bow 
. Questionable management ability . ~~. 02s is ewcnbn ce cnscbtsacslnncsan 
| FOG? earainet POO. os sci eds ccc cdandeniacnaunem aie een ole 
New firm with no established earnings record_|_.-...--}.-.-----]------|------ 
» SO WUE GHEE. cc icieisn whe iacidaceieeiens<ssinaas teeta 
) Colinteral of insufficient Guaity..... oo en hic nc cieeasaseccas 

Slow and past due in trade or loan payments_}__....--|--------]------]------ 
CENGF FORRONS (SHOONG eo oon keccn cn abet eesun | iia czwtenae | cipher aig Rect la cence 












CIAO P ODE 
















above ~ a a ~ - ~——— —_——-—— 
e Su ‘ ‘ 
Pp (Check one answer in each line) 
Saacaccimis ilgili ca oo 
Reasons involving bank’s overall policies? | Frequent Occasional Rare Never 
those r Linas Ske IRae! 7 
1. Line of business not handled by bank____--|_.-_---- Mt J | foo S6civeckiss 
to the : |------|------ 
m the 3. Requested maturity too long. --_....._---].---__-- Bis sith, haha ane Deke eke 
4. Loan portfolio for type of loan already full__|______-- GS abbas Saad abet aie ake 
5. Applicant has no established deposit rela- 





SOOM Weert DAMEN conde 55s Jccaceuveccncsackantewenae 
GS. Other reasoné (eels). .cfe5 cocks Sc nchicntacculiaseeds 








. Type of loan not handled by bank_____---- Saintes laatidece | lind Ss 
| 
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(Check one answer in each line) 


Reasons, if any, involving Federal or State banking laws or 


: : > | 2 7 
regulations which prevent the making of loans you would | Frequent | Occasional| Rare Never 
otherwise make | 


2. Other reasons (specify) pee eat a oe ere 


1. Loan too large for bank’s legal loan limit a 
| 


2. Of all of the preceding reasons, which ones would you consider to be the 


primary ones (e. g., the three most important) in accounting for rejection of loan 
applications by small business? 


3. Have the primary reasons for loan rejections involving small business changed 
significantly since 1954? 


B. Records on business loan rejections (including all sizes of business) 


(In the questions below, consider not only formal rejections by the loan com- 
mittee, but all rejections—including those applications that are screened out 
without ever reaching the loan committee.) 

1. What form of review, if any, is made at a higher level of loan applications 
rejected? 

2. Are any kind of memoranda or summary reports made within the bank on 
business loan applications or inquiries that are turned down? 

3. Does the loan committee maintain minutes which indicate business loan 
applications rejected? 

4. Only if the answer to (2) or (3) above is ‘‘yes,”’ 
mate, using such records, concerning the following:* 

“(a) About what proportion of the number of business loan requests were 
rejected in the past few months? 
(6) How much of this involved small business? 

5. Regardless of the answer to (2) or (3) above, can the bank indicate which 
of the following phrases would best describe the trend in business loan applications 
and rejections since 1954: 


can the bank give us an esti- 





(Check most appropriate answer to (a), (b), and (c) only if bank has 
? . 


firm 
knowledge of the trend) 
5 | “J a 
| Increase Decrease 
| No 
change! ipo, aa: 
Small Mod-!Large|Small, Mod- Large 
| ‘won erate 
a a eS fie oes | 





Small business 


(a) Number of business loan applications: | 
| 


| 
Larger firms__-_ ed 
(b) Number of business loan reje ctions | | 


Small business 
Larger firms_ 

(c) Proportion of business loan n applies tions 
rejected (e. g., has number of rejec- 
tions risen relatively faster than num- 
ber of applications? | 

Small business- 
Larger firms_ 





*Nore.—If necessary, interviewer should allow the bank a few days to make 
the computations, and then have the bank mail or phone in the information. 
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©. Efforts to assist rejected loan applicants among small business 


1. In case a loan applicant is turned down, is any effort made to refer him 
to some other financial institution (not necessarily a bank and including the 
Small Business Administration) which might accommodate him? 

2. In case equity capital or long-term credit is desired, does your bank aid in 
negotiating arrangements with outside investors? If so, what are the sources? 


D. Loan-rejection survey 


As a means of ascertaining more precisely the nature of loan rejections, and 
their number relative to credit applications granted, could the bank give us 
the following information for some future period of several months, to be speci- 
fied in advance (e. g., early in 1958), during which special records would be 
kept? 

1. Number and dollar volume of all requests for business-purpose loans dur- 
ing the period. 

2. Number and dollar volume of business loans made during the period. 

3. Each business loan request rejected during the period, classified by line of 
business, size of business, and reason(s) for rejection. (This would include 
loan applications screened out in the first interview, as well as those rejected 
after more formal consideration. ) 


V. Errect oF MONETARY RESTRAINT ON BusINESS LOANS, WITH SPECIAL 
REFERENCE TO SMALL BUSINESS 


A. During the period of monetary restraint since end of 1954, what changes 
have taken place in your loan policies with respect to the following: 
. Short-term loans to large versus small business 
. Term loans to large versus small business 
Loan renewals for small business 
Standards of credit-worthiness for small business 
Policy of maximum ratio of total loans to total deposits, or other means 
of determining when bank is fully loaned up 
6. New versus established customers 
7. Types of industries accommodated 
8. Secured versus unsecured loans to small business 
9. Compensating deposit requirements for small business borrowers 
10. Lines of credit, or firm commitments to extend credit, to individual firms 
11. Loans to nonlocal borrowers: 
(a) Direct loans. 
(b) Participation loans with correspondents. 


A ye 99 NO bs 


- 


B. It has been noted that over the past several years, the accounts receivable 
of many large firms have tended to increase faster than their sales. Do 
you have any information as to whether the expanded bank borrowings 
by your larger customers have occurred because these firms were, in turn, 
extending more trade credit to their smaller customers and suppliers? 
Please explain. 


C. To what extent do you enforce standards for the trade credit extended by 
your borrowers? What problems have you encountered recently in this 
area? How has this changed since 1954? 











VI. GENERAL QUESTIONS 


A. In the period since the end of 1954, what changes have taken place, and for 
what reasons, in the demand for bank credit by: 
1. Small business? 
2. Larger firms? 
If an increase in demand by larger firms has occurred, has it involved existing 
or new lines of credit? Please explain. 













B. Do you have any additional information or views on the problems of small 
business financing? 


C. Do you have any suggestions as to how the availability of credit to small 

business might be improved? Specifically, do you have any recommenda- 
tions on matters of business practice or law that would lead to a reduc- 
tion in the differentials in interest rates as between large and small firms, 
or to an increased availability of funds to smaller business? 
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INTERVIEWS WITH COMMERCIAL BANKS ON SMALL BUSINESS 
FINANCING 


SUPPLEMENTARY SCHEDULES 


PURO Un EEMCTIREECIED OL, TICE SI os pine ee a ads ee ete oie ee avis Cea 
Byte UNO cls sie ia ake ths cr atecncr back anal ap bei pte dea unecedaai 
F. R. Bank of 


Nore.—In question I-B of the questionnaire, dealing with forms in which 
credit is extended to small business, if a respondent bank reports “frequently” 
on any line (1) through (10), please complete the corresponding section of this 
supplementary schedule. 

Section 
Equipment financing (commercial, industrial, or farm) ~--...--_____ 
Purchase or pledge of consumer paper from retail stores or de: ilers____ 
Accounts receivable financing 
Unsecured loans (term and other) 
Loans secured by inventory - 
Loans secured by guarantees, endorsements, and leases___-_- 
Construction loans ae 
Mortgage loans on business properties____._._________~_. 
Business loans secured by collateral unrelated to the business 
EYPenee BOmm CO CUR: ORR 2 ok ak ob nnn sane 


ted 


. 


SU ye 9° 


— 
phete™ 


Bank Code No 

Deposit Size Class 
(6-6-57) 

MR District No.2) 


1. Financing of Commercial, Industrial, or Farm Equipment for Small Business 
(Includes not only direct loans, but paper purchased from dealers or dis- 
counted from finance companies) 


(a) Which lines of business are the most important users of equipment 
financing? Please explain. 

(b) Are there any lines of business to which you are reluctant to provide 
equipment financing? Please explain. 

(c) Do you have any policy as to the nature of equipment that is satisfactory 
as collateral? (Multipurpose versus specialized equipment, equipment on which 
there is rapid depreciation or obsolescence, etc. ) 

(d) Please indicate your present typical terms (i. e., the percentage of the 
price of new assets or of the appraised value of used equipment that can be 
financed, the typical effective interest rate, and the typical maturity) and your 





ail 


oe = 


eect ot 
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rms as Of 1954, with respect to any important type of equipment which you 
gance for small business : 








—eeeEeEeEe 


Percentage Typical Maturity | Typical interest 
finance rate 


Type of Equipment 





IGOR.. — ow aston seo oupeee 
(onstruction equipment___ 
Tucks and trailers__-____-_ 


(e) Has there been any significant increase in your equipment financing for 
mall business since 1954? 

Ifso, why? 

To what lines of business? 

(f) Do the above terms and conditions for equipment financing of small business 
lifer significantly from the terms applicable to larger firms? If so, specify. 


), Purchase or Acceptance of Pledge of Consumer Paper from Retail Stores or Dealers 
(In answering the following questions, distinguish between auto dealers and 
all other retailers or dealers.) 


(a) With respect to facilitating the sales of small retail stores and dealers who 
are customers of your bank, do you: 
Make loans to such firms on a pledge of chattel mortgages on equipment sold by 
the stores or dealers? If so, please give the details of a typical arrangement: 
| Auto dealers: 
| All other retail stores or dealers: 
Purchase installment paper generated by small retail stores and dealers? 
If so, please give the details of a typical arrangement, and indicate what pro- 
portions of the paper are bought: 
With recourse ___~-- 
Without recourse .____- 
With repurchase agreements from the manufacturer of the equipment 
With other special provisions 
Auto dealer: 
All other retail stores or dealers: 
() Have either of the above types of financing for small retail stores or dealers 
nreased since 1954? If so, for what reasons? 
Auto dealers: 
All other retail stores or dealers: 


i Accounts-Receivable Financing for Small Business 
a) To what lines of small business do you extend accounts-receivable financing? 
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(b) Apart from line of business, what are the general characteristics or gp. 
cumstances of small firms that apply for accounts receivable financing? 
(c) What proportion of your lending on the pledge and/or assignment of 
accounts receivable is done on a— 
Notification basis __._ 
Nonnotification basis _-_- 
(d@) Do you have any policy as to the minimum annual sales that a customer 
must have in order to be considered for accounts receivable financing? 
(e) Do you have any policy as to the maximum amount of a customer’s tota] 
receivables that you will finance? If so, how is this maximum determined) 
(f) Of the receivables that are acceptable to you for financing, what is the 
percentage of face value which you advance, and how is this percentage deter. 
mined? 
(g) Do you have any minimum credit-rating standards (e. g., Dun and Brad. 
street) on accounts receivable that you will accept for pledge? 
(h) What is the minimum size of an individual account receivable that yoy 
will accept for pledge? 
What was it in 1954? 
(i) With respect to your receivables financing for smail business : 
1. What is the typical effective interest rate at present? 
What was it in 1954? 
2. What is the typical service charge at present, as a per cent of the ont- 
standing balance? 
What was it in 1954? 
3. What is the typical total charge as a per cent of the outstanding bal- 
ance, expressed in a per annum rate? 
What was it in 1954? 
(j) Has your accounts receivable financing for small business become more 
prevalent in the past two years? If so, why? 
What lines of business accounted for the increase? 


4. Unsecured Loans for Small Business (Includes term loans, loans under lines 
of credit and any other unsecured loans) 


(a) What lines of small business are most likely to seek term loans? Why? 

(b) How has the demand from small business for term loans changed since 
1954? 

How much has this been due to changes in their alternative sources of 
financing? 

(c) Has your willingness to make term loans to small business changed since 
1954? 

Are there any particular lines or types of business to which you are reluctant 
to make term loans? If so, why? 

(d@) What is the typical maturity of your term loans to small business? 

Has this changed since 1954? 

(e) What is the typical effective interest rate? 

How much has this changed since 1954? 

(f) Have there been any significant changes in the protective covenants con- 
tained in the loan agreement since 1954? 

(9g) Do term loans to small business differ substantially from term loans to 
larger business? If so, how and why? 

(h) What general credit standards do you require for unsecured lines of credit 
to small business? 

(i) What procedure is followed in establishing such lines? 

(j) What proportion of your small business borrowers have unsecured lines 
of credit? 

What is the proportion among larger borrowers? 

(k) Have any changes occurred since 1954 in the relative importance of 
unsecured lines of credit to small business? If so, explain. 

(1) If you make any additional unsecured loans to small business, other than 
term loans and loans under lines of credit, please explain the general terms 
and conditidns under which such credit is available, and what changes have 
occurred in this type of lending since 1954. 


5 Loans to Small Business Secured by Inventory 


(a) What are the chief lines of business which you finance by this means? 
(b) How has the demand from small business for loans on inventory changed 
since 1954? 
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How much has this change been due to changes in their alternative sources 
of financing? 

(c) Has your willingness to make loans on inventory to small business 
changed since 1954? 

(d) Are there any lines or types of inventory which you will not finance, or 
are reluctant to finance? If so, why? 

(e) What is the typical maturity of your inventory loans to small business? 

(f) Do many customers borrow fairly continuously through renewals to finance 
inventory ? 

If so, in what lines of business? 

Has this become more prevalent since 1954? 

(g) How does your collateral policy vary by type of business? 

Have your collateral requirements changed since 19547 

(h) On loans to small business secured by inventory, what is the typical 
effective : 

1. Lender charge? 
2. Total cost to borrower? 

How much have each risen since 1954? 

(i) Does financing inventory of small business differ substantially from 
fnancing inventory of /Jarge business? If so, why and how? 


6. Loans to Small Business Secured by Guarantees, Endorsements, Leases, Etc. 
(a) What lines of small business are most likely to seek credit on the basis of 
endorsements, guarantees, leases, ete.? 
(b) What are the most common types of arrangements? 
Endorsement of note? 
Use of lease? 
yuaranty by another concern? 
Other (please describe) ? 
(c) How have the demands from small business for credit based upon endorse- 
nents, guarantees, leases, etc. changed since 1954? 
How much has this change been due to changes in their alternative sources 
of financing? 
(d) Has your attitude toward such loans changed since 1954? 
Are there any particular lines or types of business to which you are reluctant 
tomake this kind of loan? If so, why? 
(e) How do the terms obtained compare with alternative methods of financing 
available to small business? 
Maturity? 
Effective interest rate? 
(f) Do guaranteed (endorsed, lease-backed) loans to small business differ 
substantially from such loans to larger business? If so, why? 


7. Construction Loans to Small Business 


(a) Has the demand from smaller contractors for construction financing 
changed since 1954? If so, how and why? 
How much has this been due to changes in their alternative sources of fi- 
nancing ? 
(b) Has your willingness to make construction loans to small contractors or 
builders changed since 1954? If so, why? 
(c) Are there any conditions which attach to your making construction loans 
such as— 
established deposit relationship? 
take-out for mortgage? 
other? 
How do these differ from 1954? 
(ad) What is the typical maturity of your construction loans? 
(e) What is the typical effective interest rate on construction loans? 
How much has it risen since 1954? 
(f) Do construction loans to small builders differ substantially from con- 
struction loans to large builders? If so, how and why? 


8. Mortgage Loans to Small Business on Business Properties 


(a) What lines of small business are most likely to seek mortgage loans? 
Why? 

(b) Has there been much change in the demand from small business for 
mortgage loans since 1954? 
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How much has this been due to changes in their alternative sources 
financing? 


(c) How has your willingness to make mortgage loans to small businog 
changed since 1954? 

Are there any types or lines of business to which you are reluctant to make 
mortgage loans? If so, why? 

(d@) What is the typical maturity of your mortgage loans to small business? 

Has this changed since 1954? 

(e) What is the typical effective interest rate? 

How much has this changed since 1954? 

(f) How does your policy with respect to appraisal standards, loan-to-ap 
praisal ratios, and protective covenants in the mortgage and loan agreement 
vary by type of business? 

(g) Have there been any significant changes in the appraisal standards, loan. 
to-appraisal ratios, or protective covenants contained in the mortgage or loap 
agreement since 1954? 


(h) Do mortgage loans to small business differ substantially from mortgage 
loans to larger business? If so, how and why? 


9. Loans to Small Business Secured by Collateral Unrelated to the Businey 
(E. g., secured by life insurance policies, securities, home mortgage, ete) 
(a) Are there any particular lines or types of small business that borrow op 
the basis of collateral unrelated to the business? 
(b) Why do such firms use this type of bank financing instead of other forms 
of bank loans? 
(c) On loans to small business secured by collateral unrelated to the business, 
what is the typical maturity? 
Has it changed since 1954? 
What is the typical effective rate of interest? 
How much has the rate risen since 1954? 
(d) Has there been any change in the demand from small business for loans 
eollateraled by nonbusiness property since 1954? If so, why? 
How much of this change has been due to changes in their alternative sources 
of financing? 
(e) Are small businesses more likely to borrow on the basis of collateral u- 
related to the business than larger unincorporated firms? If so, why? 


10. Other Loans to Small Business 


If there are additional forms in which the bank frequently extends credit to 
small business, please specify the forms, and indicate the general terms and 
conditions under which such credit is available, how the credit terms have 
changed since 1954, and how the demand for such loans has changed since 1954. 


APPENDIX B 


Details of sample of banks interviewed 


Number of banks 














Size of area Se oan 

| Large! |Medium?] Small? | Total 
Metropolitan areas with over 500,000 population.._..........-- 97 61 60 218 
Metropolitan areas with population between 50,000 and 500,000-| 20 66 71 157 
Centers under 50,000 population-_--- a : |- raul 26 71 mw 
Total sahiews ’ id 117 | 153 | 402| 
Member banks... “ : : ol cic lec ncn se Aco 
Nonmember. -- ds - es: i * 155 
|—————---—-§ —— —— | — 
a icant Sgericge ates <. hes est iad Ha Fae 67 








1 Over $100,000,000 in deposits. 
2 $20,000,000 to $100,000,000 in deposits. 
3’ Under $20,000,000 in deposits. 


Note.—The number of responses to various questions asked of commercial bankers varied. The above 
data, therefore, indicate the most typical number of responses, 
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IV. SURVEY OF COMMERCIAL FINANCE COMPANIES 
AND FACTORS '* 


INTRODUCTION 


Commercial finance companies and factors are specialized financing 
institutions whose operations are particularly adapted to the needs 
of smaller businesses in manufacturing and wholesale trade. These 
financing institutions have developed operating techniques for supply- 
ing credit to businesses that cannot qualify for ordinary bank loans. 
They provide a continuing supply of credit as needed, based on receiv- 
ables, as well as additional credit to meet seasonal needs and special 
opportunities for expansion. They also give managerial guidance in 
budgeting and financial management. Many small concerns with 
limited capital can use the financing available from commercial finance 
companies and factors for expansion purposes in periods when lack 
of financing is the major limiting factor. 

Commercial finance companies and factors play a significant role 
in the financing of small businesses in manufacturing and wholesale 
trade. The bulk of their customers are small concerns: borrowers at 
the end of 1956 appeared to have average total assets of $350,000 to 
$650,000. 

While the number of small businesses financed by these specialized 
financing institutions is increasing as their services become better 
known, it is small relative to the small-business population. Rough 
estimates indicate that they probably had less than $2 billion of credit 
outstanding and were directly financing fewer than 20,000 borrowers 
at the end of 1956. Many more thousands of business customers were 
financed indirectly. Commercial accounts receivable financing was 
not generally available to the smaller firms in retailing, construction, 
and service which constitute a large proportion of the small-business 
population. 

Financing arrangements based on accounts receivable usually entail 
substantial costs for credit investigation and for bookkeeping in han- 
dling individual sales invoices and payments on the accounts. As in 
the sales financing of consumer goods, the charge necessarily reflects 
the cost of services performed and the risk as well as the interest cost 


1Francis R. Pawley, economist, Board of Governors, prepared this report, and, with 
other members of the committee for part II, planned the survey. System staff associated 
with Mr. Pawley in conducting the interviews were: Paul S. Anderson, assistant financial 
economist, and Russell Chisholm, financial statistician, Federal Reserve Bank of Boston: 
Lawrence S. Ritter, economist, Jack M. Guttentag, economist, and George Budzeika, econo- 
mist, Federal Reserve Bank of New York; David P. Eastburn, vice president, and Reese D. 
Jones, Federal Reserve Bank of Philadelphia; George W. Cloos, senior economist, Federal 
Reserve Bank of Chicago; Oscar Loitterer, business economist, Federal Reserve Bank of 
Minneapolis ; and Charles R, Petersen, associate economist, Federal Reserve Bank of San 
Francisco. 

Francis R. Pawley. Princeton University, bachelor of arts, 1923; Harvard Graduate 
School of Business Administration, 1923-25; Columbia University Graduate School of 
Economics, candidate for doctor of philosophy degree, 1941. Standard Statistics Co., indus- 
trial analyst and editor, automotive and retail trades, 1928-40; War Production Board. 
Automotive Division, Chief Economist, 1942-45, Board of Governors, Federal Reserve 
System, economist, stock market and consumer credit, 1946 to date. Publications on 
finance: Directly Placed Finance Company Paper, Federal Reserve Bulletin, December 
1954; Survey of Finance Companies, Mid-1955 (coauthor) Bulletin, April 1957. 
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of the money advanced. In view of its cost, commercial financin 


may not be advantageous for some businesses, especially those with 
limited prospects for growth. 

Commercial financing and factoring are particular ly significant in a 
study of small business financing because credit is made available to 
small businesses that do not have access to bank credit or to the markets 
for equity and long-term debt funds.? The financing institutions as a 
group have strong borrowing power in the short- and long-term money 
markets; in effect, they pass this borrowing power on to their less 
creditworthy customers. This borrowing power enabled this finane- 
ing group to expand financing by 50 percent from 1954 to 1957—a 
period of gradually increasing monetary and credit restraint. Many 
companies interviewed in the survey reported that they could have 
expanded even more had they been able to find clients. 

This survey of commercial finance companies and factors was under- 
taken by the Federal Reserve System in November and December 1957 
to provide information on two main questions, with particular refer- 
ence to small business: (1) The availability and cost of financing to 
various kinds and sizes of businesses, and (2) the changes in av: ailabil- 
ity and cost during the 1954-57 period of gradually increasing mone- 
tary and credit restraint. Information was obtained from 46 commer- 
cial finance companies and factors in 11 major cities from Boston to 
San Francisco. Thirty of these companies provided continuous data 
for the 3 years 1954-56. Most of the larger companies and a wide- 
spread sample of smaller companies are ead the financing volume 


of the full sample in 1956 is estimated at more than three-fifths of the 
industry total. 


NATURE OF 





COMMERCIAL FINANCING AND FACTORING 


Commercial finance companies and factors represent one class of 
the general family of specialized finance companies that also includes 
sales finance companies and personal finance companies. Since the 
personal finance companies lend directly to consumers, they are not 
covered in this survey. Sales finance companies, however, finance 
businesses as well as consumers. For example, they finance inven- 
tories of dealers in automobiles and in other consumer durable goods, 
and also dealers’ sales through purchase of their customers’ retail in- 
stallment contracts. In contrast to commercial finance companies and 
factors whose clients sell to businesses, sales finance companies are 
adapted primarily to handling consumer accounts which involve a dif- 
ferent kind of specialized operating technique. Some sales finance 
companies also own factoring and/or commercial financing subsidi- 
aries, or operate divisions for factoring or commercial financing. 

The main types of financing covered in this survey can be divided 
into three categories: (1) Accounts receivable financing, including fac- 
toring, (2) time-sales financing of equipment, and (3) “accommodation 
financing including loans on inventor y; chattels, or re a estate, and the 
rediscounting of paper of other financial institutions. Data on these 
operations are summarized in table 1. 


2 Factors perform credit and collection services for clients that can qualify for unsecured 


bank loans but they also service and advance funds to businesses that cannot qualify for 
as much unsecured bank credit as they could use profitably. 
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vaste 1.—Kinds of financing by commercial finance companies and factors, 
1956, group of 80 companies 


[Dollar amonts in millions] 

















| | 
Type of financing Number of | Number of | Volume! (|Outstandings 
companies clients | | end of year ? 
————— _ _— aaa -_ 7; a TD 
Accounts receivable, total --==- 37 | 3, 744 $4,618 | 312 
Loans on receivables_- Sa Vac sateeetal 22 , 833 S 131 202 
Factored receivables... - 15 1, 911 2, 487 310 
Equipment financing - 15 ia 3, 694 | 329 | 314 
Other financing: | 
Inventory financing ses | 19 456 136 | 46 
Rediscounts___-. ed meth ekoel 6 220 130 | 76 
All other. Apia auedl 14 1, 481 121 70 
We. os2-s Scebwdscdes Sedeoe sel 430 §9, 595 |_----- : 








1 Volume means the face amount of receivables or other paper assigned, purchased, or discounted during 
the year; for loans on receivables and factored receivables, it is the volume of sales invoices assigned or pur- 
chased rather than the volume of credit extended during the year. For equipment financing it is the 
volume of credit extended, 


? Outstandings for loans on receivables and factored receivables mean the face amount of receivables as- 
signed or purchased and outstanding at the end of the year, including amounts withheld from clients pend- 
ing collection of the accounts and the portion of factored receivables not cashed by clients before their average 
due date. Outstanding equipment financing is the amount of credit. 

+Combines the number of equipment manufacturer and distributor clients whose time-sales paper was 
purchased or discounted with some individual debtors on chattel mortgages or installment contracts. 

‘ Detail does not add to total because individual companies engage in several types of financing. 

‘Includes duplications of accounts receivable and equipment financing clients who also obtained other 
kinds of financing. 


Note.—The 30 companies include a large proportion of those most active in equipment financing and a 


relatively large proportion of the larger factors but a smaller proportion of companies engaged in lending op 
receivables. 


Accounts receivable financing arrangements are of two kinds: (1) 
loans or advances on the sec urity of ‘assignments of open accounts 
receivable, known as “nonnotification financing,” in which the lender 
usually neither assumes the risk of credit loss on the accounts nor col- 
lects the accounts from the individual debtors, and (2) “factoring” or 
“notification financing,” in which the factor purchases accounts re- 
ceivable, generally without recourse on the client (seller) for any 
credit loss and with notification to his trade customers (purchasers) 
that their accounts have been purchased by and are payable to the fac- 
tor on their average due date. In this report, these two financing ar- 
rangements are called “loans on receivables,” and “factoring,” respec- 
tively. A number of the companies surveyed engage in both kinds 
of receivables financing, in some cases Seronnl separate subsidiaries. 

In this report “accounts receivable finance ing” refers to purchases 
(factoring) of accounts receivable by factors and assignments of re- 
celvables to commercial finance companies. These are combined to 
obtain a single measure of the accounts receivable against which funds 
are advanced. For convenience, the amount. of receivables assigned, 
purchased, or outstanding is referred to as “financing.” C redit ad- 
vanced against accounts receivable usually amounts to 80-90 percent 
of the face amount of the receivables. 

Total accounts receivable financed and outstanding at the end of 
1956 were $512 million, nd the volume of receivables (sales invoices) 
assigned or purchased over the year was $4,618 million for the group of 
. financing institutions providing data for 1954-56. The total num- 

ber of borrower arrangements, or clients, for accounts receivable 
fnancing was 3,744 (table 1). 
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Accounts receivable financing is a continuing arrangement for the 
financing of open book accounts, as distinguished from installment 
accounts, trade acceptances, or promissory notes. It is distinguished 
from “one-time” loans secured by pledge of receivables, such as a 
90-day bank loan, by the fact that the loans or advances are made daily 
on a revolving basis as each sales invoice is assigned or purchased and 
the account is collected. Receivables financing is short-term in that 
the advance is self-liquidating as the account is paid, and also long- 
term in that the financing arrangement often continues for a period 
of years. 

Accounts receivable financing has the direct effect of shortening the 
period during which the client has to wait for his cash receipts. It 
also has indirect effects when it enables the client to lengthen the terms 
extended to his customers and/or accelerate payments for goods pur- 
chased from suppliers. 

It should be noted that factors (sometimes called “old line factors”) 
perform substantial other services in addition to making advances 
against receivables. Factors assume the credit risk on the accounts 
purchased, after checking the credit standing of their clients’ cus- 
tomers, collect accounts, and provide management and other services 
to their clients. 

The specialized service of lending on the security of assignments of 
accounts receivable usually involves the handling of each individual 
invoice, the processing of each individual payment on accounts (the 
client generally is required to turn these over to the finance company 
as he collects them) and the remitting to clients of the excess of collec- 
tions over advances. Commercial finance companies exercise close 
supervision over their borrowers’ businesses, including the making of 
regular audit reports of their receivables and payables, and are in a 
position to help their clients evaluate their credit risks and plan their 
financial management.‘ 


Equipment financing 

This is a rapidly growing type of financing. The number of bor- 
rowing arrangements of the 30-company group, which included the 
companies most active in the field, increased one-fifth from 1954 to 
1956; equipment financing outstanding at the end of 1956 for the 
group was $314 million. The volume of paper acquired was small in 





3A type of credit insurance different from the credit risk service performed by factors is 
described in appendix B. 

# Open accounts receivable as a rule are highly liquid assets, and an assignment of these 
accounts to a commercial finance company is binding between the two parties to the 
assignment. Reliance upon such assignments as security for ‘“‘cash” advances, however, 
raises a number of legal and practical problems in protecting the commercial finance com- 
pany against loss. One set of problems arises out of variations in State laws related to 
the steps that the lender must take to “perfect the assignment” so that his title to the 
account cannot be defeated by subsequent assignees, or by creditors of the borrower in the 
event of his insolvency. Another set of problems relates to the danger of fraud, such as 
the assignment of fictitious invoices, conversion of proceeds of assigned accounts, and 
double hypothecation of accounts. While fraud is infrequent, a single case may involve 
a very large loss. Potential losses from fraud or insolvency of the borrower are a major 
reason for expensive investigating and operating techniques involved in lending on receiv- 
ables, including frequent audits of the client’s books, and the practice of handling each 
invoice and payment on the client’s accounts, rather than financing the client’s accounts 
in bulk. More complete descriptions of these specialized services may be found in Walter 8. 
Seidman, Accounts Receivable and Inventory Financing (Masterco Press, 1957); Clyde 
William Phelps, The Role of Factoring in Modern Business Finance, and Accounts Receiv- 
able Financing as a Method of Business Finance, Baltimore, Md., Commercial Credit Co., 
1956 and 1957; Raymond V. Saulnier and Neil H. Jacoby, Accounts Receivable Financing, 
and Financing Equipment for Commercial and Industrial Enterprise, New York, National 
Bureau of Economic Research 1943 and 1944. 
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dation to the amount outstanding because of the relatively long ma- 
arity of equipment contracts. 

Equipment financing for the most part involves the purchase or 
jgeount of installment sales contracts for the acquisition of new or 
ied commerical and industrial machinery and, to a lesser extent, 
sing contracts. Companies specializing in equipment financing 
sally purchase the installment contracts from the distributor or 
Se tacturer who sells the equipment ; they also extend credit di- 
retly to users of the equipment, particularly contractors. Other com- 
panies purch: ise installment sales contracts as an accomodation to 
jeir receivables financing clients. 

The benefit of equipment financing appears to accrue mainly to the 
ysiness-purchaser of the equipment who pays the finance charge be- 
suse it enables him to lengthen the payment period per dollar of 
urchase. On this bases the number of businesses financed is a large 
aultiple of the number of equipment selling clients of finance com- 
panies. 

In some ways equipment financing, involving the time sale of dura- 
ile goods, is more closely related to retail installment sales financing 
han to accounts receiv: able financing. It is included in commercial 
inancing because industrial and commercial equipment rather than 
msumer goods are financed and because the ultimate debtors are 
msinesses. 


lecommodation and other loans 


These types of loans take care of special credit needs of individual 
lients. A heavy seasonal peak of inventories or an exceptional 
pportunity—to purchase materials or to expand the business—may 
wire more funds than the finance company would normally ad- 
jee against receivables. In such instances, the finance company 
my extend additional credit on other security such as inventories, 
juttels, or real estate. Taken together, accommodation financing 
weounts for a significant part of borrower transactions—about one- 
ith in 1956 for the 30-company group (table 1). 

Inventory financing generally is limited to clients who also obtain 
meivables or equipment financing. The number of clients for in- 
mtory financing was one-eighth that for accounts receivable finane- 
yg. Various security devices may be used, including warehouse re- 
apts, factors’ liens, or trust receipts. Such financing by commercial 
ince companies is usually restricted to resalable raw materials and 
itished products, and excludes goods in process. 

Rediscounts represent finance paper purchased from other lenders. 
le paper is for the most part consumer goods paper against which 
tecommercial finance company advances funds without ‘undertaking 
veollect payments of the consumer debtors. 

Other financing refers to extensions of credit in a variety of forms, 
merally to accommodate seasonal or emergency needs for funds. A 
ahstantial proportion of clients obtained some accommodation but 
ieamount was relatively small. Such credit may be secured by real 
sate mortgages or other security; it is rarely unsecured. A small 
mount of specialized export and import financing is included in this 
iegory in the present survey. 
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KINDS OF BUSINESSES FINANCED 


Commercial finance companies and factors provide credit primarily 
to small manufacturers and small wholesalers. Many kinds of many. 
facturing and wholesaling establishments obtain advances from thege 
institutions, particularly for loans on receivables. Textile and rp. 
lated lines obtain more factoring credit relative to other manufactur. 
ing lines. Through equipment financing small manufacturers and 
distributors of machinery and equipment obtain immediate funds 
from sales, while small businesses in retailing, construction, and sery. 
ice lines get credit to make purchases. Many large as well as small 
finance companies reporting in the survey stressed that there were 
no rigid rules as to kinds of businesses financed. Exceptions were 
often made when justified for individual clients. 

The ideal client for loans on receivables is one that (a) has open 
account receivables against an identifiable product, (6) has business 
firms for its customers, (¢c) has fairly large average invoices (say 
at least $100), and (d) will be enabled to expand sales and profits as 
a result of an accelerated cash flow. Manufacturers or wholesalers 
are the ideal type of client. 

No one kind of product was dominant in accounts receivable finane. 
ing of the commercial finance companies surveyed. Clients included 
firms in the manufacturing and wholesaling of food, furniture, tex- 
tiles, machinery, lumber, petroleum products, electronics and elee- 
trical equipment, toys, baby clothing, prefabricated homes, auto parts, 
plastics, vending machines, bottled-gas equipment, and many others, 
Lines of business not served by one or more companies were those 
with certain traditional financing practices or financing problems 
These included the farm equipment industry where the manufacturer 
provides the financing; cosmetics where goods are sold on consign- 
ment; building where mechanics liens present a problem; dress man- 
ufacturing because fashions are so changeable; manufactured air- 
craft parts where receivables (by trade practice) are not assignable; 
and perishable goods distribution. 

The firm seeking factoring service typically is interested in turning 
the credit risk and collection function over to the factor. Clients may 
be unable to collect credit information at low cost. The credit and 
collection services of the factor in some cases may be more important 
to the client than an advance of funds. 

Long established in financing mills, selling agents, and converters 
in the textile industry, factoring is still heavily concentrated in that 
industry. In recent years factoring has been extended to manufac- 
turers and distributors in such lines as furniture, shoes, lumber, metal 
products, radios, industrial chemicals, athletic equipment and hard- 
ware.© Concentration in a particular field can be of some advantage 
to factors. It permits reduction of credit risks and of credit investiga- 
tion and other costs because of more intensive experience in one field 
and because the accounts of individual debtors who purchase from two 
or more of the factor’s clients may be combined. 

Some old line factors that would like to diversify outside the textile 
trade have found some remaining prejudice against the notification of 





5 William J. Drake, Outlook for Commercial Finance Companies and Factors, the Com- 
mercial and Financial Chronicle, March 8, 1956, estimates that over 90 percent of total 
factoring volume is accounted for by textile and allied fields. 
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trade customers that their accounts are being financed. Several of the 
firms formerly engaged only in factoring have begun to make loans on 
receivables. Old line factors, however, make such loans only as a 
reliminary to a factoring arrangement, when purchases from the 
dient have not had the customary prior approval of the factor. 

Businesses financed by equipment financing include the sellers and 
purchasers on installment of most kinds of general purpose equipment 
or machinery. The major considerations are the creditworthiness of 
the seller, against whom the finance company generally has recourse 
for credit losses, and the resale value of the equipment in the event 
liquidation of the contracts is necessary. Certain types of highly 
specialized equipment may not qualify for this financing if a resale 
market is lacking. Heavy construction equipment and machine tools 
are among the more important types of products involved in equip- 
ment financing. Other kinds are laundry and dry-cleaning equip- 
ment, dental and surgical equipment, printing equipment, woodwork- 
ing machinery, dairy and baking equipment, commercial refrigera- 
tion, packaging machinery, textile machinery, vending machines, and 
many others. 


SIZE OF BORROWER AND OTHER BORROWER REQUIREMENTS 


Survey data indicate that most clients of commercial finance com- 
panies and factors are small businesses, as generally defined. 
Measures of the average receivables outstanding per client are shown 
in table 2. 


TABLE 2. {verage receivables outstanding per client, 1956° 
| | 
Number Average 
Type of financing ofcom- | Number | outstand- 
panies | ofclients | ing per 
| client 
} 


Thousands 

Loans on receivables, total 5 ao tae i ‘ 3 | , 474 | $105 
Excluding 5 largest clients ? a wiannibaibdmunaiaad d a 82 
Factored receivables, total.................-.-.-..-. ‘ ; , 916 153 
Excluding 5 largest clients--.----- i aera , 581 | 130 
Equipment financing, total.__.......-.--- ae 2, 685 | 101 
Excluding 5 largest clients. ............--- j , 655 86 


! Since the arithmetic mean tends to be weighted by the larger clients, the averages are also shown exclud- 
ing the 5 largest clients of each company for each kind of financing. Companies that were unable to provide 
data for their 5 largest clients were omitted from both averages. 

? Data for 1 company for loans on receivables are for the 3 largest clients. 


For the major types of financing, the average receivables outstanding 
client at the end of 1956 ranged from $101,000 for equipment 
inancing to $153,000 for factoring; excluding the 5 largest clients of 
each company for each type of financing, the averages ranged from 
$82,000 for loans on receivables to $130,000 for factoring. Assuming 
total assets at 5 times average receivables for manufacturers and 314 
times average receivables for wholesalers, the receivables outstanding 
indicate that the average client had total assets of $350,000 to $650,000. 

Most companies emphasized the flexibility of their requirements as 
to acceptable size of borrower. The borrower's (client’s) character 
and experience, the growth potential of the business, and the lender’s 
judgment as to the soundness and profitability of the financing ar- 
rangement were generally emphasized more than specific rules on 


23855—58-——31 
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borrower size. With such reservations, which imply frequent ex 
ceptions, more than half of the respondents indicated minimum size 
requirements for borrowers. These size specifications were stated 


mostly in terms of annual sales, advances on receivables, and net 
worth. 


Minimum sales 


A minimum sales requirement is primarily a rule of thumb for 
indicating whether the potential revenue from financing will cover 
costs and ‘yield a profit. For this reason, the minimum s: ales require- 
ment tends to be smaller for clients with lower cost factors, such as 
relatively large invoices and comparatively large proportions of re- 
ceivables against which it is safe to make advances. Also the mini- 
mum sales requirement tends to decline as size of the finance com- 
pany declines. The smaller commercial finance companies charge 
higher rates in order to cover higher costs. 

A minimum annual sales requirement in this qualified sense for 
loans on receivables, as reported by 19 companies, was less than $150,- 
000 for about one-half of the reporting group (table 3). Eight com- 
panies similarly specified minimum annual sales for factoring, also 
shown in the table. The larger finance companies tended to specify 
the larger sales volume. Only 5 companies reported minimum annual 


oan requirements for equipment financing, ranging from $50,000 to 
$500,000. 


TABLE 3.—Minimum annual sales required for borrowers on accounts receivable 


{Number of financing institutions reporting] 











Minimum annual sales | Loanson | Factoring 
| receivables | 

ee Se, pie iat : en + See Re, a 
Under $75,000 : 5 | 0 
$75,000 to $149,000 5 | 0 
$150,000 to $224,000 | 3 | 0 
$225,000 to $299,000 | 2 2 
$300,000 to $374,000 3 3 
$375,000 to $449,000 0 0 
$450,000 to $524,000 1 3 

Total number reporting. - - | 19 § 


Other size requirements 
Minimum amounts of credit outstanding for loans on receivables 
were reported by 18 commercial finance companies. These ranged 
from $10,000 to $60,000. Also, 15 commercial finance companies 8 
cified minimum spger 8 of borrower net worth, from $50,000 to a 
$10,000 (table 4). Similar requirements were infrequently reported 


by Sesto sihanst the minimum requirements of the old line factor 
appear to be relatively high. 
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14BLB 4—Minimum requirements for credit outstanding and net worth for 
borrowers on receivables 





{Number of finance — seeeiany 
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iThe face amount of receivables outstanding would be about \% larger than the amount indicated, based 
athe typical 80 percent advance against receivables. 






jther requirements 
Other specific requirements for borrowers usually were also speci- 
al to be subject to frequent exceptions. The most frequently men- 
tioned was that the client must be potentially profitable and well 
mnaged. Character of management was also considered important 
aview of the danger of fr aud. Some companies specified a favorable 
ecord on earnings but others stressed potential rather than realized 
wofits. Age of the client’s business was often noted as a requirement 
fr loans on receivables, with 2 years specified most frequently; this 
mquirement was considered import: int also by factors. Other com- 
panies commented that experienced man: agement was more important 
han age of the business. Age of business appeared to be relatively 
mimportant in equipment financing. 

Other qualifications for clients of commercial finance companies in- 
luded size of average invoice ; location in States with enabling statutes 
ermitting adequate finance charges under the usury laws ‘and per- 
sitting use of security devices such as factors’ liens and assignment 
if receivables without notification. Location of client within a rea- 
mable distance of the finance company office in order to reduce audi- 
ors’ travel time and expenses was mentioned by a few commercial 
inance companies, but this requirement in itself did not appear gen- 
mally to disqualify many applicants for this financing. 






























ADVANCES AGAINST RECEIVABLES 










The data on volume and outstandings obtained in the survey are 
tated in terms of sales (invoices assigned or purchased) and the face 
mount of receivables held, respectively, rather than in terms of 
medit extended and outstanding. Since the percentage advanced 
wainst each sale invoice also applies to receivables outstanding, the 
rlationship of credit extended to credit outstanding is the same as that 
ifsales assigned or purchased to receivables outstanding. 
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For loans on receivables, the ratio of credit actually advanced to 
the face amount of receivables assigned varies with the type of prod. 
uct behind the receivables and the nature of the client’s business. The 
proportion tends to be higher for stable, readily marketable produetg, 
and for clients with the better credit standings. The ratio of advaneg 
to receivables assigned was reported to be typically 80 percent in lat 
1957. Of the 29 companies reporting their typical advance, 16 spec- 
fied 80 percent, and the range was from 65 to 85 percent. The typical 
reported advance of 80 percent for loans on receivables has shown no 
change since 1954. 

The absolute amount of credit extended may vary widely from 
client to client, or time to time with any one client, depending on the 
amount of receivables assigned, which in turn varies with the client's 
need for funds. 

In factoring it is customary for the factor to purchase all of its 
client’s receivables on which it assumes the credit risk and collects pay- 
ments and undertakes to pay the client for the receivables on their 
average due date. The credit advanced to individual clients against 
factored receivables before their average due date (when the factor 
pays for the purchased receivables) varies, depending on the client's 
need for funds; in recent years the average advance by old-line fac- 
tors covered in the survey has been approximately 85 percent. 

The proportion of selling price advanced on equipment installment 
contracts ranged from 67 to 80 percent. Dealer cost of the equip- 
ment, rather than a percentage of the selling price, was indicated by 
some companies as the basis for the loan value. These loan values, 
however, often appeared to be standards from which deviations might 
occur in particular transactions. 


TURNOVER 


The turnover period of receivables is the number of days between 
sales to customers and receipts from sales. It varies widely for dif- 
ferent kinds of products, reflecting the perishability of the produet 
and traditional practices in the trade; for example, it may be as 
short as 10 days for food products, or as long as 180 days for lumber. 
A relatively long turnover period for some borrowers may reflect 
seasonal terms of payment where the product is sold well ahead of 
the major reselling season and payments are scheduled during the 
seasonal peak. In this survey typical turnover periods were reported 
for receivables assigned or sold for financing. 

The typical turnover of receivables assigned for loans reported by 
26 finance companies ranged from 30 to 75 days (excluding 1 extreme 
figure). The median or middlemost typical item was 40 days, as 
shown in table 5. The medians of the longest and shortest turnover 
reported by the same companies were 90 and 15 days. The shortest 
turnovers usually applied to food products, including meatpacking. 

For factoring operations, the median typical turnover of receivables 
reported in late 1957 was 46 days, shown in table 5. Medians of the 
longest and shortest periods were 60 and 30 days. 

The typical maturity reported for equipment installment contracts 
ranged from 1 year to 314 years, as shown in table 6. For the com- 
panies most active in this kind of financing, the typical maturity 
was 3 years or longer. The maximum maturities reported by larger 
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wmpanies ranged from 5 to 10 years. The 10-year maximum ma- 
rity offer applied to a plan adapted to purchasers’ depreciation 
ghedules and requiring 70 percent of the contract to be repaid in half 
thematurity. 

The maturity of equipment installment contracts is the period be- 
jween the original extension of credit at the time of purchase and 
he date the final payment is due. The turnover period tends to be 
bout half of the equipment contract maturity. The longer the ma- 
rity, the longer the turnover period. 


TABLE 5.—Turnover of receivables, late 1957 


’ RECEIVABLES ASSIGNED FOR LOANS 
lient’s {Number of financing institutions reporting] 


of its Turnover period (days) 
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1e fae. 


Typical Longest | Shortest 
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ig the TABLE 6.—Maturity of equipment contracts, late 1957 

yorted [Number of finance companies reporting] 

! . Maturity (years) Typical | Maximum 
ed by Se ee ee eS ee 
treme |. 
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an The average turnover period for receivables for all clients combined 
urity | DY be measured from the aggregate annual data on volume and out- 


standings by dividing 365 days by the ratio of annual sales (or collec- 


arger ‘ : : 
8 tions; that is, payments on accounts) to receivables outstanding. 
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Average turnover periods for 1956 for each type of financing reporte 
by the 30-company group are shown in table 12. 

The average turnover period of receivables assigned for loans was 
33 days in 1956, compared with the median typical period of 40 days 
in late 1957. The difference between the reported typical period anq 
the computed average, presumably, reflects the different measures of 
turnover (typical and weighted average) rather than a marked 
lengthening of turnover from 1956 to 1957. The average turnoyy 
period for factored receivables in 1956 was 44 days, compared with, 
median typical reported turnover of 46 days in late 1957. 

In the absence of financing, the receivables turnover period is the 
prospective waiting period of the borrower for payment of receipts 
from sales. Financing, in effect, eliminates this waiting period 
through immediate advance upon the assignment or sale of sales ip. 
voices. Hence, the receivables turnover period is a measure of the 
potential contribution of the financing to the borrower’s expansion 
of sales and profits.® 

From the lender’s point of view, the turnover period is an indicatig 
of his cost of providing the financing, including the amount of funds 
he must obtain in the money market and the volume of work in han. 
dling the borrower’s accounts, relative to the amount of the finan 
charges that the borrower pays for the financing. An exceptionally 
short turnover may make financing unprofitable, because returns within 
an established maximum finance rate may be inadequate to cover the 
non-money costs of the financing. 


FINANCE CHARGES 


Finance charges of the commercial finance companies and factor 
cover the substantial handling costs of providing their specialized 
services, including risk bearing, as well as the cost of the money ad- 
vanced and some provision for profit. The charges may vary some 
what from one client to another with the cost of servicing the client's 
receivables. 

Cost factors previously observed include the size of the average 
invoice, the location of the client in relation to the finance company’ 
offices, the rate of turnover of receivables, and the risk of fraud, par- 
ticularly for loans on receivables. Since a considerable part of costs 
is fixed, the cost per dollar of credit extended tends to decrease as the 


®*The process by which accounts-receivable financing can add to the borrower's profits, 
and the role of turnover in this process, may be suggested by a simplified example. Assume 
that a given business with a 30-day turnover of receivables and monthly sales of $100,000 
has the facilities and potential demand to double its monthly sales and gross profits if it 
can finance the expansion. Since the monthly sales are $100,000, with a 30-day turnover, 
the receivables outstanding are $100,000 (receivables equal monthly sales). Assume, 
further, that the borrower's direct costs are 80 percent of sales, and that the finance 
company will advance 80 percent against receivables. 

By assigning its $100,000 of receivables, the business can obtain $80,000 to finance the 
cost of an additional $100,000 of sales during the following month. The financing then 
becomes a continuing process: The borrower can obtain the $80,000 additional funds per 
month needed to double his sales and gross profits by assigning $100,000 of receivables 
(the $100,000 of additional sales invoices generated each month.) Since direct costs are 
assumed to be 80 percent of sales, the gross profit margin is 20 percent, and the $100,000 
of additional sales, made possible by the financing, return a gross profit of $20,000 per 
month, or $240,000 per year. With a finance charge of, say, 12.5 percent, the $80,000 
average credit outstanding in this example costs the borrower $10,000 a year; this is 42 
percent of the $240,000 of additional gross profits generated annually by the financing. 

The relative cost of the financing to the borrower, at 4.2 percent of the added gros 
profits in the example, was determined by the assumed turnover period of 30 days. If the 
turnover period had been shorter, say, 27 days instead of 30, the relative cost would have 
been 3.8 percent of added gross profits, other conditions being unchanged. See Seidmat, 
op. cit., p. 19, for a similar example, explained in somewhat more detail. 
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client’s volume of sales increases, assuming a reasonable rate of re- 
ceivables turnover. Costs per client and ‘finance charges also tend 
to be larger for the smaller finance companies, which usually are not 
in as good a position as the larger lenders to restrict their financing 
to the lower cost operations. 

Earnings data suggest that charges for commercial financing reflect 
relatively high costs. Financial statements for a small but significant 
sample of commercial finance companies, discussed in a later section, 
show earnings after taxes in 1956 of 12.2 percent on capital funds and 
1.7 percent on total resources. These compare with earnings in 1956 
of a sample of 71 sales finance companies of 13 percent on capital 
funds and 1.4 percent on total resources. 

An unqualified comparison of bank loan rates and receivables 
financing rates may materially overstate the actual difference in costs 
because the financing rate is charged only for the number of days 
and the amount of credit that is needed.’ 

Charges for loans on receivables are computed on the average daily 
balance outstanding, and are often expressed as a fraction of 1 percent 
per day. For convenience in comparisons here, charges have been 
converted to an effective interest rate per annum ; for ‘example, one- 
thirtieth of 1 percent per day is approximately 12 percent per annum. 

The typical reported charge for this financing late in 1957 ranged 
from 8 to 24 percent (each reported by a single company) in terms 
of a rate of simple interest per annum. The median typical rate in 
late 1957 was 14 percent, and the median highest rate was 16 percent 
(table 7). With the larger companies concentrated in the lower rate 
end of the scale, the arithmetic mean of typical rates weighted by the 
amount of receivables outstanding was 12.4 percent in late 1957. 

Most companies lending on receivables reported that the finance 
charge tended to be higher for smaller clients, chiefly because of the 
higher unit costs of handling a smaller volume of financing. One 
large company reported that its rates in late 1957 were 13.5 “percent 
for $75,000 to $125,000 cash employed, and 11.3 percent for $400,000 
and up. 

TasLe 7.—Finance charge on loans on receivables, late 1957 
{Number of finance companies reporting} 


= pical 3 aren st 








| 
Finance charge (percent per annum) | Lowest 

0.5 to 3.4_- ee ‘ - ie = alban 
3.5 to 6.4...-- ammonia vadimceat oi 3 
6.5 to 9.4__- i 7 1 3 
RE RE. onscscca5e 5 2 14 
12.5 to 15.4. 15 7 7 
15.5 to 18.4 5 10 |... 
18.5 to 21.4 1 4 : wie 
21.5 to 24 4__ 1 + 1 
28.6 to 45.4..............- eal 1 | sok 

Total number reporting--- — - 28 | 28 | 28 
Median charge (percent) --- ‘ Slankeaciienas bial 14 | 16 | 12 


Charges by old line factors are in two parts: A per annum simple 
interest charge on the cash advanced before the average maturity date 
of the receivables, and a separate flat commission charge, expressed as 


™See Seidman, op. cit., p. 22, for a hypothetical example in which accounts receivable 


financing at 15 percent costs the borrower less than a 6 percent bank loan. 
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a percentage of the face value of receivables purchased, for servicing 
the receivables (which includes credit investigation, bookkeeping, and 
collecting) and for assuming the risk of c1 redit loss on them. 

About half of the old line factors reported that in late 1957 they 
were still charging the traditional 6 percent interest rate on cash ad- 
vanced. The others had raised the interest charge to 7 or 7.2 percent 
following the increase in the prime bank rate in August 1957. The 
weighted average typical rate in late 1957 was 6.7 percent. 

The median typical flat commission rate charged in late 1957 on 
the face amount of receivables a chased was 114 percent, as shown in 
table 8. The average typic al factoring charge, weighted by receiv- 
ables outstanding, for 5 of the larger factors © was 1.4 percent in late 
1957. The factoring charge tends to be larger for clients with smaller 
sales volume with a given size of invoice, because of the higher unit 
cost of handling smaller volume. 

Typical charges for equipment financing, expressed in terms of an 
effective rate of simple interest per een in late 1957 ranged from 
11 to 24 percent. The median rate was 13.5 percent, as shown in table 
9. With most of the larger reporting companies ranging below the 
middle rate in the array, the average (weighted by outst: ndings) 
was 12.5 percent for 10 companies in late 1957. 


TABLE 8.—Reported factoring charges, late 1957° 


{Number of factors reporting] 


| 
Charge (percent of receivables purchased) Typical | Highest Lowest 
| 
14 to Aes a ; | | 4 
1 to 1%... 3 5 
1% to 1%... 2 to l 
114 to 1%4_-- 4 4 
1% to 2__- | 1 1 
2 to 24...-- 3 
2! 6 to 2% 1 — 
Total number reporting --- 10 10 10 
Median charge (percent) 1's 158 l 


1 This charge is the flat commission rate for assuming the risk of less on the accounts purchased and han- 
dling credit investigation, bookkeeping, and collections on them, rather than the charge for credit advances 
as such. 


TABLE 9.—T ypical finance charge for equipment financing, late 1957 
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CHANGES IN AVAILABILITY AND COST OF COMMERCIAL FINANCING 
AND FACTORING, 1954-57 


For its inquiry into changes during the period of credit and mone- 
tary restraint in the availability and cost of commercial financing and 
factoring, the survey obtained opinions of company officials as well 
as data on financing for the period 1954~56 and on some items for late 
1957. 


The principal findings are: 

1) Credit was more available to small business from com- 
mercial finance companies and factors in late 1957 than in 1954, 
according to the views of a substantial majority of the company 
officials interviewed. 

(2) Data for the 30-company group indicate substantial 
growth from 1954 to 1956 in all types of financing, and especially 
equipment financing. Expansion of financing was as great for 
small as for large clients. 

(3) For receivables financing generally, the amount of credit 
outstanding increased at an accelerated rate from 1954 to 1956, 
as new credit extended rose faster than collections on accounts. 
This suggests that financing made a net contribution to expansion 
of sales in this period, and that credit became more available in 
this sense. For loans on receivables, the increase in the average 
amount of credit outstanding to clients kept pace with the in- 
crease in sales financed. For factoring, average credit outstand- 
ing increased more than the volume of sales financed, as factors 
financed a somewhat longer payment period for their clients’ 
customers, at the clients’ expense. For equipment financing, the 
accelerated increase in average credit outstanding apparently 
contributed substantially to expansion of purchases (sales). 

(4) Commercial finance companies and factors borrowed both 
short- and long-term funds an according to a small number of 
balance sheets, they increased their indebtedness in relation to 
capital funds in this period. 

(5) Finance charges increased somewhat from 1954 to late 
1957. 

Company views on availability of commercial financing and factoring 

Officials of the finance companies and factors were asked in late 
1957 for their views on the availability of commercial financing com- 
pared with 1954, and to make suggestions for increasing the avail- 
ability of credit to small business.® 

Changes in availability —It was the view of a substantial majority 
of company officials interviewed that commercial financing and factor- 
ing were more available to borrowers in 1957 than in 1954. For loans 
on receivables, 18 out of 24 companies reported that, as compared 
with 1954, this type of financing was more available in 1957. Four 
companies thought it was about as available as in 1954, and 1 com- 
pany noted that its own financing was less available to the smaller 





* For the type of question asked, see survey questionnaire in appendix A. 
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business than in 1954 because it had become more selective in choosi 
its clients. For factoring and for time sales of equipment, mone 
availability over the period was also the majority view. 

These opinions of officials were generally confirmed by their reports 
that minimum qualifications for borrowing clients had not been lifted 
as business expanded from 1954 to 1957. The few companies noting 
changes reported both increases and decreases. As one official put 
it, commercial financing (loans on receivables) is more available now 
because there are “more firms, better staffed, better financed, better 
known, now.” Others observed that commercial banks were becom- 
ing more active in accounts receivable financing; that “there is a 
scarcity of clients (in late 1957)”; “no shortage of funds”; “we 
actively solicit business now”; “almost all [applicants] can get a 
home”; “we have unused borrowing capacity”; “no trouble gettin 
bank credit”; “there is ample credit”; and “finding potential bor- 
rowers is the hardest thing in the world to do.” 

Suggestions for increasing availability to small business.—The most 
frequent suggestion was to reduce the cost of money, particularly of 
bank credit. Another frequent suggestion, referring to loans on re- 
ceivables, was that the laws in some States be changed. Mentioned 
specifically were those usury laws which limit the commercial financ- 
ing available to small businesses, including unincorporated businesses, 
when they can be financed profitably only at high rates; and laws 
requiring notification of the debtor to secure accounts, or otherwise 
limiting the use of assignments as a security device. 

Several officials held the view that commercial financing was readily 
available to practicaily all small businesses that qualified for it and 
that nothing much could be done to reduce the costs to small business. 
It was observed that the cost of money as such, aside from the costs 
and risks involved in lending it, was only one factor in the total costs 
of the financing and that this money cost was not directly related to 
the size of the business as such. The other cost elements of financin 
small businesses were said to be inherent in the nature of such busi- 
nesses; for example, in the size of their average sales invoice, their 
sales volume, or the experience of their managements. In any event, 
it was noted, the net cost of the financing to the small business bor- 
rower may be more dependent on his opportunities for profitable 
growth than on the size of the finance charge. 

Some officials referred to lack of equity funds as a major problem 
in small-business financing. The commercial finance companies and 
factors do not normally “set a company up in business” if it has a 
serious lack of ownership capital. The funds supplied, however, may 
facilitate expansion of small businesses with limited capital. The 
financing, usually extended under continuing arrangements, can in 
effect provide long-term credit to undercapitalized businesses if their 
receivables are sound, and the charges are within the capacity of 
small businesses to pay if they can grow profitably. 
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Taste 10.—Number of clients, volume, and outstandings of 30-company group, 
by kinds of commercials financing, 1954-56 


[Dollar amounts in millions} 



































| Number of clients Volume | Outstanding 
Type of financing ES a ae ad 
| 1956 | 1955 | 1054 | 1956 | 1955 | 1954 | 1956 | 1955 | 1954 
| 
yeounts SNUG, COGN 5.52 cocalacccocpanate pe |3, 728 |3, 642 |4, 618 /4, 133 |3, 585 512 454 371 
Loans on receivables ical cline gh Giochi ane a 33 (1, 795 |1, 757 |2, 131 |1, /1,660 | 202 176 147 
factored receivables _-.-- .--|1, 911 |1, 933 1 885 |2,487 |2, 234 |1, 925 310 27 224 
igipment financing - dapeed ....}3, 694 |3, 310 3, O84 329 213 180 314 211 164 
wher financing: 
Inventory financing : _.| 456 | 335 | 320 136 135 184 46 42 | 38 
Rediscounts - . - x ; 220 | 198 | 194] 130) 121) 109 76| 66| 54 
All other ean =|}, 461 1, 404 (1,143 121 113} & 70 60 | 44 
Total. ...-./9, 595 |8,975 (8, 383 oe 334 a 4,141 |1,018 | 833 671 
coca eeeaiaaeee ha ssppeinsde hadi eesigl-cibeaiacsadaiatogia 
| Ratios (1964= 100) 
jgounts receivable, total ; _...{102.8 |102.3 | 100 |128.8 |115.3 | 100 |138.0 |122 4] 100 
Loans on receivables-_. 7 104.3 |102.2 | 100 |128.4 |114. : } 100 {137.3 119. 7 100 
Factored receivables_- -----------|101.4 {102.4 | 100 /129.2 /116.1 | 100 |138.4 |124.1 | 100 
iquipment financing-----.--- wun sc 119.8 |107.3 | 100 {182.8 |118.3 100 |191.5 |128.7 | 100 
ventory financing ...........--- ‘ 142.5 |104.7 100 | 73.9 | 73.4 | 100 {121.1 l110. 0 100 
Rediscounts........-.-.-- 113.4 |100.5 | 100 |119.3 {110.9 | 100 {140.7 |122.2 100 
i isensas< . 7 . 129.6 |122.8 100 1145. 8 |136. 1 100 |159. 1 }136. 4 | 100 
Total... ioe od 114.5 \107. 1 | 100 [= 8 [pes 9 rf? 100 0 fs. | are 1 | 100 
- | 


“ ’ 


Nore.—For explanation of the terms “‘clients,” “volume,” and “‘outstandings,”’ see footnotes to table 1. 


Changes in volume and outstandings, 1954-56 


The 30 finance companies and factors reporting data for the entire 
(4-56 period financed in aggregate a larger volume in 1956 than 
1 1954, as shown in table 10, and supplied a larger quantity of credit 
utstanding per dollar of si cid invoices. Total financing volume of 
ill kinds reported by the 30 companies increased by over 28 percent 
fom 1954 to 1956, while outstandings increased more than 50 percent.® 
The larger increase in total outstandings than in total volume re- 
lected in part the relatively larger expansion of equipment dAnancing 
thich has a much longer maturity than open accounts receiv able 
inancing and there fore a smaller volume of new advances made in 
ration to outstandings. Equipment financing volume in 1956 was 
2 percent, and year-e ‘nd outstandings 91 percent, larger than in 1954. 
The increase in financing reported by this identical group may 
understate somewhat the increase for the entire industry, because ad- 
litional companies are reported to have entered the field since 1954, 
particularly those granting loans on receivables. 

The number of commercial finance companies is said to have in- 
meased considerably in recent years. According to trade sources, 
arly in 1958 there were approximately 400 commercial finance com- 
nies and factors, of which not more than 20 were old-line factors. 





‘The level of the aggregate is of limited significance partly because the data on volume 
ud outstandings refer to the face amount of receivables assigned or purchased for accounts 
teelyable and to the amount of credit extended and outstanding for equipment and other 
tinds of financing. Changes in the aggregate from year to year, however, are significant 
nofar as the percentage advanced has remained constant. 
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Several of the larger finance companies have branch offices in differ. 
ent cities, and others finance businesses located in an extensive area 
about their offices. The offices of the old-line factors are heavily cop. 
centrated in New York City. 

For both receivables and equipment financing, the number of clients 
increased less from 1954 to 1956 than volume and outstandings, indi. 
cating increases in financing per client. While increased availability 
of financing for the smaller see is suggested by the declining 
share of total financing received by the largest clients, as shown jp 
table 11, such proportions are not conclusive evidence of the degree of 
concentration in the larger clients. They do suggest, however, that 
financing services were available to the smaller clients at least as 
readily as to the larger clients during the 1954-56 period. 


TABLE 11.—Percentage of total financing provided to 5 largest clients of each 
company, 1954-56 

















Volume Outstandings 
Type of financing 
1956 1955 1954 1956 1955 1054 
Loans on receivables. ..................... 15.6 16.9 18.1 25.6 24.2 7 
Factored receivables_.............---.---- 18.0 | 18.7 19.1 | 16. 4 18.1 18,8 
Bocinmoent Haaneine. .................... 16.1 | 16.3 23.3 15.9 18.1 25.9 








Notge.—Number of companies reporting: Loans on receivables, 13; factored receivables, 7; equipment 
financing, 6. 


Changes in turnover 


Changes in the turnover of receivables are of particular interest 
in the survey because, coupled with changes in finance charges, they 
suggest relative changes in the net cost of financing to borrowers. 
Also, changes in turnover suggest the extent to which expansion of 
receivables financing reflects a shortage of funds or an increase in 
the demand of clients’ customers.”° 

Where the turnover period is comparatively short, as in accounts 
receivable financing, even small changes are significant because sales 
are a large multiple of receivables." The sales turnover period for 
loans on receivables shortened from 33 days in 1954 to 31 days in 
1955, and then lengthened to 32 days in 1956, indicating that demand 
for clients’ products, relative to their borrowings, accelerated in 1955 
and decelerated in 1956 (table 12). Little if any slowing of cus 
tomers’ payments on their accounts was evident. Expansion of cli- 
ents’ sales kept pace with that in their borrowing over the period 


10 A change in the sales turnover ratio (the ratio of sales to receivables outstanding) for 
average accounts receivable may reflect either a change in the collection turnover ratio 
(the ratio of collections to receivables) or a change in the ratio of sales to collections, or 
both. An increase or decrease in the collection turnover ratio may be viewed as a measure 
of the net amount of financing supplied or absorbed over the period by clients’ customers 
as a result of acceleration or deceleration of their payments. An increase or decrease in 
the ratio of sales to collections, on the other hand, may be viewed as a measure of the net 
contribution of the supply of financing to clients’ sales. If both sales financed and collec- 
tions are increasing as, for example, from 1954 to 1956 in the aggregate survey data, but 
sales are rising faster than collections, this indicates that relatively more funds to finance 
sales are being made available by finance companies and factors. 

11A 5-percent decrease, for example, in the sales turnover period for typical loans on 
receivables, say from 33 to 31% days, would account for an increase in clients’ gross profits 
amounting to more than the entire cost of the financing, under the conditions that both 
the percentage advanced and the cost of sales are 80 percent of sales and that the finance 
rate is 12.5 ae This follows because total finance charges then equal 10 percent (80 
percent of 12.5 percent) of receivables, while the increase in gross profits equals 11 percent 
of receivables. The 11 percent is computed on the assumptions that gross profits are 20 
— _ and that the ratio of sales to receivables increased 5 percent, or from 10,90 
times to .45. 
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ya whole, although the sales expansion decelerated noticeably in 
(956 compared with the accelerated pace of 1955. 


TABLE 12.—Average turnover periods in number of days, 1954-56 * 


a eRe oe ae ; rye os PE - 





Accounts receivable 
Equipment 
financing * 
Loans on | Factored 

receivables | receivables 





Millions of dollars 


189 294 
162 251 
148 214 


2, 131 2, 487 

1, 899 2, 234 

1954. 1, 660 1, 925 
Collections: ¢ 

Pisée<css 2, 105 2, 455 

1, 870 2, 180 

1, 662 1, 904 


Number of days 


Turnover periods: 

Based on sales: 
BR caine 
1955 
Pecan 

Based on collections: 
DL cdcdkuttodkniak abewes 
1954 


292. 0 
323. 0 
332. 4 
377.8 
362. 3 
332. 4 


owe 
New 
amo om 


eo 69 69 
Nes 


iData are for 30-company group, computed by dividing 365 days by the ratio of sales or collections to 
wtstandings. 

1 Extensions and outstandings of equipment financing represent the amount of credit rather than the face 
mounts of sales or receivables outstanding. 

‘Averages of the beginning and end of each year, with the averages for 1954 estimated from partial data. 
‘Collections are derived from sales or extensions and outstandings; they equal sales or extensions minus 
the increase in outstandings during the year. 


Company reports of typical turnover periods for loans on receivables 
tended to confirm the evidence of the aggregate data ; the typical, mini- 
mum, and maximum in late 1957 was substantially the same as in 1954. 

For factoring, receivables outstanding increased faster than the 
ales financed in both 1955 and 1956, and the sales turnover period 
kngthened by 6 percent, from 41 days in 1954 to 43 days in 1956. 
Since the ratio of sales volume to collections remained unchanged, this 
xperience apparently reflected a slowing of payments by debtors on 
their accounts outstanding rather than a deceleration of sales volume. 

Available reports indicate that the typical turnover period length- 
med from 1954 to late 1957 (reported by about half of the factors re- 
prting this item). This lengthening was said to reflect both of slow- 
ng of payments on accounts by clients’ customers and requests by 
tents to allow longer terms. It was observed that “the textile busi- 
tess has not been good, and some firms are having difficulty in paying 
their bills.” Requests by clients for longer terms apparently reflected 
this difficulty of their customers in making payments, rather than a 
tructural trend toward longer terms of payment in this field. While 
uch lengthening of terms is subject to the factor’s approval, it ap- 
pears that in many cases he “has been forced to go along.” 
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The turnover period on equipment financing shortened from 1954 
to 1956, from 332 to 292 days, as measured by volume of credit extep. 
sions (table 12). Extensions expanded rapidly in relation to gl. 
lections. The marked lengthening of the collection turnover period, 
as shown in the table, appears to reflect in part the normal long time. 
lag of collections behind extensions, for this type of financing, and, ty 
a minor extent, a structural lengthening of maturities on equipment 
contracts, as some companies introduced payment plans with longe 
maximum maturities. 

For equipment financing, several of the firms reported that typical 
maturities were longer in 1957 than in 1954, reflecting the introduction 
of longer maximum-maturity plans, with others reporting maturities 
unchanged. The majority of the companies reported that delinguen. 
cies were fewer than in 1954, or negligible, or unchanged. <A few re. 
ported that more collection effort was required in late 1957. 

Sources of funds 


Available data for some of the larger finance companies engaged 
in commercial financing and factoring indicate that these companies 
as a group were able to increase the amount of borrowed funds, rel- 
ative to capital funds, during the 1954-56 period of increasing mone. 
tary and credit restraint. ‘These data do not provide a basis for ob- 
servations on the smaller companies, or on individual companies, 
large or small. 

Balance sheets are available for finance companies accounting for 
$170 million, or about half, of the 1954-56 increase in total outstand- 
ings reported by the survey group. ‘These include 7 commercial 
finance companies (1 large and 6 medium size or small) which ac- 
counted for $70.5 million of the increase in outstandings, and 3 large 
sales finance companies whose commercial financing and factoring 
subsidiaries and divisions accounted for $99 million of the increase in 
outstandings.’? Selected financial data for these two groups are 
shown in table 13. 


22Data on the commercial financing and factoring operations of the subsidiaries and 
divisions of these sales finance companies have been included in the earlier sections of the 
report. However, funds obtained by the three large sales finance companies were applied 
mainly to sales financing, and somewhat different sources probably would have been used 
if funds had been applied mainly to commercial financing. 
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TABLE 13.—Selected balance sheet and income data of commercial finance and 
sales finance companies, 1954-56 


7 COMMERCIAL FINANCE COMPANIES 


——$—$—__—_—_—_——_ - — —_—___—___—- —_——_— —-—--—- —- -_——-—— —- -— — 


Item | 1956 1955 | 1954 





————————— 


Ratio (percent) to total resources, Dec. 31: 














Commercial receivables ( before reserves) 87.5 87.6 86. 5 
Short-term notes payable. ‘e pela 39. 8 43.8 44.6 
Unsubordinated long-term ‘debt... : , 17.9 13.8 11.0 
Subordinated long-term debt_ - Je dJeoue 6.8 6.4 5.7 
Due customers..---- - ’ ; 17.1 16.9 17.7 
Capital and surplus ; 14.7 15. 16. 8 
Total resources, Dec. 31 (in millions of dollars) ; ; 287.2 | 250. 208. 8 
i 
5 COMMERCIAL FINANCE COMPANIES! 
Ratio (percent) of net income to: 
Capital funds... ccobLeedee é sit ‘ ; ‘ 12.2 12.3 11.6 
Total resources -- - -- sai ae : 1.7 1.8 L9 
Total resources, Dec. 31 (in millions of dollars). eka a ., 262.7 | 226.9 191.1 
3 LARGE SALES FINANCE COMPANIES 
Ratio (percent) to total resources Dec. 31: 
Commercial receivables (before reserves) 8.9 8.2 9.9 
Short-term notes payable - 41.9 50.9 39.9 
Unsubordinated long-term ‘debt 27.9 21.2 | 24.1 
Subordinated long-term debt- ---- ‘e 6.9 9.2 
Due customers (including auto dealers) - } 3.8 3.9 4.8 
Capital and surplus |} 12.9 12.4 16.1 
Ratio (percent) net income to capital funds_ 15. 0 15.8 17.2 
Ratio (percent) net income to total resource S. | 1.9 2.0 2.8 
Total resources, Dec. 31 (in millions of dollars) -- | 4,341 4, 198 2, 922 











1 Earnings data were not available for 2 of the smaller companies included in the mai of balance sheets. 


The assets of the two groups, consisting mainly of receivables, were 
financed largely by borrowing. Total long- and short-term debt out- 
standing at the end of 1956 represented 79 percent of total resources 
for the sales finance companies and 65 percent for the commercial 
finance companies. The difference in total debt ratios reflected 
chiefly relatively smaller long-term debt of the commercial finance 
companies. 

Both groups increased their total debt in relation to total resources 
from 1954 to 1956. The sales finance companies increased both short- 
term and long-term debt slightly, while the group of commercial 
finance companies expanded long-term debt considerably and reduced 
the percentage of short-term debt. The ratio of capital funds to total 
resources at the end of 1956 was moderately lower for the sales finance 
companies than for the commercial finance companies, 12.9 and 14.7 
percent, respectively. 

Including subordinated debt with capital funds as part of the 
borrowing base for senior debt, the borrowing ratios (ratios of senior 
debt to capital and subordinated debt) of he groups at the end of 
1956 were nominally about the same, approximately 3.5. The effec- 
tive ratio of borrowing from the markets for short- and long- -term 
debt ( excluding amounts due customers from debt) rose from 2.7 in 
1954 to 2.9 in 1956 for the commercial finance sample and from 2.8 
to 3.4 for the sales finance companies, indicating a relatively greater 
use over the period of borrowing by the sales “finance group. The 
larger the ratio of borrowing to capital funds, the larger the earnings 
return on capital funds, other things being equal. 
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Changes in finance charges and earnings 


While commercial finance companies and factors were able to ex. 
a their borrowing substantially from 1954 to 1956, cost of their 
yorrowed funds increased as interest rates rose. Part of the increage 
in money and other costs was passed on to clients through some in- 
crease in finance charges; part was absorbed through increases in 
their borrowing ratios and, in some cases, through ‘lower earnings 
returns on their capital funds. 

Survey information on changes in finance charges is subject to 
important qualifications. They reflect reports of “typical” charges 
in effective interest per annum on outstanding balances in late 1957 
and in 1954. For some kinds of financing, typical rates for the same 
companies in 1957 and 1954 cannot be compared on a representative 
basis. Even for the same finance companies, changes in the charac- 
teristics of clients between the two periods may limit comparability 
of rates. For instance, since rates tend to be lower for the larger 
clients, the substantial increase in volume and outstandings of the 
average client since 1954 might be expected to result in decreased 
average rates, other things being equal. Thus, a tendency to raise 
charges to meet a rise in money costs might be moderated in the case 
of some companies because of larger volume for clients generally. 

Despite the qualifications, it is evident that finance rates increased 
from 1954 to 1957 (table 14). The median rate for loans on receiv- 


ables, reported by the same 22 companies in both periods, increased 
from 13.3 to 14 percent. 


For factoring, the typical interest rate 
charged on funds advanced increased from 6 percent in 1954 to a 


range of 6 to 7.2 percent and an average of 6.7 percent in late 1957; 
firms raising the rate from 6 percent did so in the fall of 1957. The 
flat commission charged on factored receivables was increased from 
1954 to 1957 by about half of the reporting firms. For the nonidenti- 


cal sample of equipment financing, the median typical rate reported 
increased from 12.8 to 13.5 percent. 


TABLE 14.—Reported typical finance charges for selected kinds of financing, 195} 
and late 1957 














Median | Arithmetic mean of 
d typical charges 
Type of financing " ze bak ok & Peo 
| 
| Late 1957 1954 | Late 1957 | 1954 
Loans on receivables ! - tes beapese jidcaeae 14.0 13.3 12.4 Se 11.7 
Factoring: | 
Raterest cheregs 2.................. : 6. 0-7.2 6.0 6.7 | 6.0 
Flat commission 3 ee ; 1.5 (4) 1.4 (4) 
Equipment financing 5__-_- Sc a gerade steasaceusl 13.5 12.8 12.5 | 10.5 





1 Effective interest rates per annum on cash advanced i venetiéd by the same 22 companies for both periods. 

3 Effective interest rates per annum on cash adv anced; all factors giving typical rates reported 6 percent 
in 1954; in late 1957, the range of rates was from 6 to 7.2 percent, but data are inadequate for a significant 
median. The arithmetic mean (weighted by receiv ables outst: anding) is for 7 of the old-line factors: 

3 Percentage based on receivables purchased, which is generally charged for assumption of credit risk and 
for collection and other services rather than for financing as such. The median charge in 1957 was for 10 
old-line factors and the mean for 8 of these firms. No significant median or mean was available for 1954. 
but 4 of 8 old-line factors said their charge was lower in 1954 and the others said it was unchanged. 

4 Not available. 


Effective interest rate per annum on outstanding equipment contracts. The median is for 13 companies 
in 1957 and 6 companies in 1954; the mean applies to 10 companies in 1957 and 6 companies in 1954. 
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The principal reason advanced for the increases in finance charges 
was the higher cost of money. The prime bank rate, for example, 
which is the rate paid for bank loans by the larger finance companies, 
was increased from 3 percent in the greater part of 1954 to 4% per- 
ent in August 1957. Market yields on industrial bonds, of a quality 
roughly comparable with issues of the larger finance companies, 1n- 
ereased by more than one-third from the 1954 average to the peak in 
November 1957. In some instances an increase in finance charges 
was delayed until the fall of 1957. It was reported that the increase 
often applied initially to new clients or was subject to negotiation 
with existing clients. 

One finance company commented that its average effective interest 
cost was 6.0 percent computed on the basis of the prime bank rate of 
44 percent and on assumed borrowing at 75 percent of bank lines, 
because it is required by banks to maintain compensating balances of 
20 percent of lines in use and 15 percent of lines not in use.“ The 
average interest cost, based on the same assumptions, would be 5.33 
percent with the prime rate at 4 percent following its reduction in 
January 1958. 

Since the increase in finance charges was delayed until 1957 in some 
eases, and tended to become effective only gradually for the average 
client, it appears from the information available that the increase 
in charges from 1954 to 1956 was small, especially for accounts re- 
ceivable financing. On this basis, it appears that the advances on 
accounts receivable supplied by both factors and commercial finance 
companies became a little less profitable to borrowers in this cont 

For equipment financing it appears that the net profitability of 


this financing to borrowers (purchasers) was little changed during 


the period. While the data on equipment financing charges suggest 
a sizable increase in the average rate from 1954 to late 1957, the 12 
percent increase in the volume turnover ratio of this financing from 
1954 to 1956 probably tended to offset most if not all of the increase 
in charges. 

A limited number of financial statements indicates that earnings of 
finance companies engaged in commercial financing and factoring 
decreased from 1954 to 1956 in relation to their total resources, sug- 
gesting that finance charges did not rise as fast as total costs during 
this period. The ratio of net income to total resources decreased 
from 1.9 percent in 1954 to 1.7 percent in 1956 for a group of 5 com- 
mercial finance companies and from 2.8 to 1.9 percent of 3 large sales 
finance companies. Earnings on capital funds of the two groups held 
up somewhat better than earnings on total resources because of the 
increase in borrowing ratios referred to in an earlier section (table 
13). 


%This calculation might overstate the actual interest cost insofar as deposit balances 
are necessary without a borrowing arrangement. 

“It should be noted that the decrease in the relative profitability of accounts receivable 
financing for the group of companies as a whole indicated in this period does not mean 
that this financing became unprofitable to borrowers. Assuming that clients’ gross profit 
margins were unchanged at 20 percent of sales, it may be estimated from the aggregate 
data that the cost of credit advanced, as a percentage of gross profits on sales financed, 
increased from 2.9 percent in 1954 to 3.0 percent in 1956 for factoring (based on the 
6 percent charge for advances), and from 4.2 percent in 1954 to 4.5 percent in 1956 for 
loans on receivables. Though the assumption of unchanged gross profit margins in this 

riod may not be realistic, any changes in the margins presumably would reflect other 
actors than the cost of the financing as such. 


23855—58——82 
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Apprenpix A 
Survey Design, CovERAGE, AND QNUESTIONNAIRE 
GENERAL DESIGN OF THE SURVEY 


The survey was designed to obtain data and information on com- 
mercial financing and factoring activity and practices, with particu. 
lar attention to the availability and cost of these types of financing 
to different kinds and sizes of businesses during the period of mone. 
tary and credit restraint from 1954-57. Representatives of the Fed- 
eral Reserve System in November and December 1957 visited about 
50 commercial finance companies and factors in 11 major cities from 
Boston to San Francisco. In each visit, an attempt was made to ob- 
tain (a) answers to a set of interview questions dealing with company 
financing practices, and (6) data on the company’s volume of receiva- 
bles assigned or purchased and outstanding, in total and for the five 
largest clients alone, for each year 1954-56 for each kind of financing 
engaged in. Copies of the interview questions and the data form are 
reproduced at the end of this appendix. 


SAMPLE COVERAGE 


The survey was not designed as a census of all the commercial 
finance and factoring institutions. It was intended to cover a major 
part of the total dollar volume of business handled and to obtain the 
views of officials well informed on practices of small as well as large 
companies. .An attempt was made to cover as many as possible of 
the 20 largest financing institutions for which some indication of 
rank in size was available from trade sources and a widespread sam- 
ple of smaller companies.’ 

Data on volume of business and/or outstandings were submitted by 
46 companies for 1956 and by 30 companies for the full period 1954-56. 
Of those believed to rank in the first 20 in the industry, the reporting 
group included all but 3 institutions which in the aggregate are esti- 
mated to have accounted for less than 10 percent of the total volume 
reported by the cooperating group. Total volume and outstandings 
reported for 1956 by the 30-company continuous sample and the 46 
companies are summarized in table 1, by kinds of financing. The 
grand total volume was $6.3 billion for all kinds of financing 
combined. 

The total volume of receivables assigned or sold to all commercial 
finance companies and factors has been estimated by the National 
Commercial Finance Conference at $9.9 billion for 1956. This esti- 
mate includes $4.3 billion of factoring and $5.6 billion of “nonnotifi- 
cation” financing but excludes equipment financing by certain of the 
more active companies in that field. After a rough adjustment to in- 
clude the equipment financing not covered, it appears that the total 
industry volume based on the estimate may have been a little more 


2A principal source of trade information on ranking of the 20 largest companies was 
Theodore H. Sibert, Specialized Finance Industry Nears $40 Billion a Year Volume, The 
American Banker, October 23, 1957, pp. 8-10. Sample of smaller companies was selected 
from the membership of the board of directors of National Commercial Finance Conference, 
Inc., and from local sources in cities visited. For list of the association directors, see 
National Commercial Finance Conference, Inc., Proceedings of 13th Annual Convention of 
the Commercial Finance Industry (New York, October 28-29, 1957). 
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than $10 billion in 1956. The 46-institution group in the survey 
appears to represent at least three-fifths of this industry total. 

While the proportion of the industry total covered by each kind of 
receivables financing cannot be determined exactly from available 
data, it appears that the survey data cover a large proportion of the 
equipment financing extended by commercial finance companies, The 
coverage for factoring appears to be at least three-fourth of the indus- 
try total and for loans on receivables it is perhaps two-fifths to 
one-half. 

The list of financing institutions supplying information for the 
survey is as follows: 


Provided data used 








for— 

1954-56 |1956 only 
——_— a nee 
Atlantic Corp., Boston _- : $ ; a . Sheet? om ce eee 
Atlantic Acceptance Co., Lynn-... : Se, See EY 
Lexington Corp., Boston sis = lsialaincbnieu a laciocdtcogheaincarts oes aoe nla aleen ioealtate dei tal acetate ee x 
General Discount Corp., Boston-.. ; ; nan adeusie Nee ates dee 
CIT Corp., New York *_ oy : ap x Sei : 
CIT Rediscount Corp., New York !. 4 ats } a Seeenners 
Commercial Factors Corp., New York !. S : : ee 0 Remipaate 
William Iselin & Co., New York !_.._...-- «cd cicewa ane Cuaedaiiaeeeataaaee ais |. ‘Muito 
Meinhard & Co., Inc., New York !.. ‘ ee Pe : sad ti | Mthasianaee 
James Talcott, Inc., New York-. : : ‘ sieios hs | Minpcantecapes 
A.J. Armstrong Co., Inc., New York--- = eee ; Inc, etetetiaeaaats 
Amsterdam Overseas Corp., New York ----- : a: a eee 
Fidelis Factors Corp., New York-. 7 eaea ae x 
Textile Banking Co., New York ?2__- ‘ ; : 7 oe oe 
Shapiro Bros., Factors Corp., New York.-.---- . ion nigngielebiaisadiindatbagll x 
Mill Factors Corp., New York~--_- : sie ain in Sasha ded : - 
Hubshman Factors Corp., New York.-- ; - a 
John P. Maguire, Inc., New York--- a d ‘ paatenil x 
Jones & Co., New York. -_-- eeeae x 
Fidelity American Financial Corp., Philadelphia_- em eae xX 
Factors Corporation of America, Philadelphia~ : x as 
American Acceptance Corp., Philadelphia_-__-- : ‘ = x 
Pennsylvaina Factors, Inc., Philadelphia_--- iat | x elt 
Business Finance Corp., Philadelphia --- . - At - 
Associates Investment Co., South Bend_-.- , peubetados we = inadnoess 
Walter E. Heller & Co., Chicago. --- ; x Se 
Merchants Acceptance Co., Chicago-__. a2 oe x 
Commercial Discounts Corp., Chicago... inal | xX 
Rawleigh, Moses & Co., Inc., Chicago--- ; | x 
Mercantile Discount Corp., Chicago. .... P 3 ete ee 
The Iroquois Co., Chicago..._- i 
Sheldon Factors, Inc., Chicago. _-..- Fixt ‘ > deidatance x 
Civic Finance Co., Milwaukee_- ; eee | a 
Minneapolis Securities Corp., Minneapolis -- ; : 2 x 
Industrial Credit Co., St. Paul_. a Webbenes 
First Acceptance Corp., Minneapolis. x 
The Republic Acceptance Corp., Minneapolis. xX 
Commercial Credit Co., Baltimore- id > 
The Finance Company of America at Baltimore, Baltimore- . --- a | x 
Atlas Factors, Los Angeles- . _- : aed | x 


Industrial Factors, Los Angeles__-- - ta ‘ : inti xX 
Progress Factors, Los Angeles. ._ x 
Refinance Corp., Los Angeles. ---- . 








Security Factors, Los Angeles... fut | pe ie 
Reliance Factors, Los Angeles_ -- om | a ial a 
Donner Factors, San Francisco-- a ae x 
| 
Total number. ._------ jalisloraieeanael 30 16 
| 


1 Subsidiary of CIT Financial Corp. (primarily a sales finance company). 
3Subsidiary of Commercial Credit Co. (primarily a sales finance company) 








474 FINANCING SMALL BUSINESS 


ApPeNDIx A, TABLE 1.—Total volume and outstandings of 30- and 46-company 
groups, 1956 


[Millions of dollars] 





































Kind of financing | Volume | Outstandings 

















Loans on receivables: 
clk cuschuiccdecdnatcrehensacbinikGcdiaanesieauasinkasamaen 2, 131 202 
46 companies 


puiddheddsekakdedcckudwdsascsueboewenuunaakibuccdatvesduauwees 2, 398 225 
Factoring: 

NE tod cbt oss cupanenyasersdnwissesoscceunsddss noneclibinns aban 2, 487 310 

III 6s 55 i dswntinne ins Pits ciaiGaadedes teva seeshewekees ebbuwiees 3, 118 381 
Equipment financing: 

sic inceuadcncetniastieseabundadedesteeanhkaaks ide nebaateial 329 314 

NN a ii pach dasncanghicnacedmmind dane oa kommnnaleeweeanmneneen 332 318 
Inventory financing: 

i aca ns acid gener ty ohms ames Dame oaNn sci kavsaaseee aoe 136 46 

Din tcc nhecduunnbionatddieabasckidlinane mca ailmieedaines 145 48 
Rediscounts: 

noo on. dn iscbaced pha bined anmminlek ae sinliicdiia Minato 130 76 

ES ee ee Pepe ep eee ee adores 134 78 
Other commercial financing: 

IS Gis tian cpinskcdnaunensecbiass aw aeuanaesnnassamandtboenda 122 70 

IUD Soon tncens pakcenpnuskenteccnanshowdaesonkekhonsvaREgeeuskne 134 73 






Total: 


30 companies ‘ ak 5, 335 1,018 
46 companies 6, 261 











NotTe.—To list of asain institutions states ing information for the survey: Certain sales finance com- 
panies also engaged in commercial financing, including Bankers Commercial Corp., New York, and Union 
Investment Co., Detroit, contributed information to this survey but have been omitted from the above 
list because they are primarily engaged in sales financing. Some companies having the word “‘factors” in 
their titles are engaged in lending on accounts receivable rather than in purchasing accounts as do ‘‘old 
line factors,’’ and some old line factors do not have this word in their titles. 








ESTIMATING METHODS 






A number of smaller commercial finance companies, mostly in the 
16-company group not supplying continuous data, were unable to 
report the annual volume of financing of one kind or another, but did 
report the amount of receivable outstanding at the end of one or more 
years. For these companies, annual volume was estimated at the same 
ratio to outstanding as the total group for that kind of financing for 
that year. A similar procedure was used to estimate the number of 
clients of a few companies not reporting these. In a few cases, re- 
ceivables outstanding reported net of balances due clients were ad- 
justed to a face value basis from annual report data. The fiscal year 
ending nearest to December 31 has been placed on that date. 
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Commercial finance and factoring companies, 1954-56 


Company- .-..-- 
Name of official _- 





| Factor- Financ- 
Loans on | ing (pur-| Inven- Equip- | ing ofex-| Redis- | commer- 
receiv- chased tory fi- | ment fi- | portsand] counts cial fi- 
ables receiy- | nancing | nancing | imports nancing 
ables) 


re 


1956 
. Number of clients_.....----| 
. Total financing volume_-_--_| 
. Total outstandings 
. Financing volume of 5 larg- 
est clients | 
. Outstandings of 5 largest 
clients ! | 


. Number of clients | 

. Total financing volume- ---- 

. Total outstandings 

. Financing volume of 5 larg- 
est clients_. 

. Outstandings of & 5 largest 
clients ! ; 


A. Number of clients... ---- | 
. Total financing volume-----|..-.--..--- 
. Total outstandings---.-....-- Sy aahies ects 
. Financing volume of 5 larg- | 
est clients-_-..-- 
. Outstandings of 5 largest 
clients ! 

















1 For factoring, if your records do not show year-end factoring outstandings of your 5 largest clients, esti- 
mate the approximate average outstan¢ iings during each year by dividing receivables purchased during the 
year by the client’s receivables turnover rate in times per year. For example, if you purchased $600,000 of 
receivables from 1 of your 5 largest factoring clients in 1956 and the receivables were outstanding an average 
of 60 days (an annual turnover rate of 6 times) the average outstandings of that client in 1956 would be 
$100,000 ($600,000 divided by 6). 

INSTRUCTIONS 


Line A: Enter for each of your kinds of financing the total number of clients to whom you extended that 
kind of financing at each year-end, 1956, 1955, amd 1954. 

Line B: Enter for each of your kinds of financing the total volume of financing extended during each year, 
1956, 1955, and 1954. 

Line C: Enter for each kind of financing the total amount outstanding at the end of each year, 1956, 1955, 
and 1954. 

Line D; Enter for each kind of financing each year the aggregate annual volume of financing extended to 
your 5 largest clients for that kind of financing. 

Line E: Enter for each kind of financing each year the aggregate amount of year-end outstandings of your 
5 largest clients for that kind of financing. 
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QUESTIONS FOR INTERVIEWS WITH COMMERCIAL FINANCE AND FACTORING De 
COMPANIES H 
Name or code number of finance company : 
Address: 
Name of official interviewed : 
I. GENERAL 
Approzimate Ww 
proportion . 
of total 
outstandings the 
A. What kinds of financing do you engage in? Fac 
is PERE WOR OORT IN oe ee nk eee wee | aaa eee A 
2. Pactoring (purchase of receivables) ....<.......0-5 snnindeu accel (Sp 
Bie Uy TT i itera a raltnie wns eimiicngaieies -- xan bio a ind 
Ms TMU, SR i octane cs cach eens och lace, age B 
5. Sorin Of exports and 1myporee. nk. et inc, v 
OC RATES a cls ee gee een Sree secengeeenee” “mala C 
7. Others (specify, such as real estate mortgage loans, for 
RIIERY GORE COG: ) oan eet ee eee “a 
Loans on receivables 
A. What kinds of business account for the bulk of your portfolio of loans on 
receivables? (Specify whether manufacturing, wholesale trade, retail trade, 
service or other, and the principal product in each case.) I 
B. What kinds of business usually do not qualify for receivables loans? L 
Why is this? ser" 
C. What are the approximate minimum size qualifications that a client must 
have for a profitable receivables financing deal? 
Now In 1954 
i, | See “ARTERIES is See nleretal) eee SR 
oc BET FOIOING OF QRVENCES 5a ssc 5 ce cceeuen ececccus: Sane 
5. SERGE DOG WOU Scr ace ee eeeeens Simic eS 
p REsieei nA ROCKET AGNCtR ics ei oe SS Se ede SERRE I 
If the minimums have been changed since 1954, why is this? I 
D. Do you have other minimum requirements for borrowers to obtain receiy- nu 
ables loans, such as— 
Tt) a Oe CAT RINEH TOOOCE: 6. ne cence wed Gacaiokdeotaia: Sessa 
2 ee ef PUsNewes See iii Bag. Creer incest i eaten oan 
a NR i cinerea csi gn satmnalaeet oscomclipenatioderesids aces einen i 
ee EE TUE? LIEW a oc dart no ois inlets i watts ecppated Apa 
Oy ORRIen COOGEE ) 5S a ce Sr rebnabeases | aide ue 
E. What is the range for your percentage of advances against receivables? 
i. DMTQORE “POrOORtASe..20.. 3s cee eee GLA” See 
es RGRUNG (III ik ee hccnides Seukeweipedd, cate 
3. Typical percentage_____ tk ata energie ee ajosticucls abies. gaia 
Does the typical percentage advance tend to increase with size of client? ( 
F. What is the approximate range of turnover of receivables financed? 
RG REINO ise ee ee eeecone macaekoe. sae 
i RUE: (SON OE cn eae i ousameeeeines wauouaae) see 
io a eT IW oo ek eh ren Beeline ealenen nn acme 
What are your policies with respect to lengthening of your client’s receivables th 
turnover? 
G. What is the range of your effective finance rates (simple interest on out- In 
standing balances) ? 
ik 
BRON CO iieic tna cnn come Rene nias Saedeams. .wosee th 


ey IONE RIOD asso in lee pacts cabte ceca Siesta eigen 
8. Typical rate 
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Does your finance charge tend to decline as size of client increases? 
H. Would you say that receivables financing is— 


Small Large 

business business 
1. Loewe avatiniie the ie 3004... cece age 
S More avatattt tan tr 16:2 TS on eee See 
S Avoet as avatiene an-ie 1606. oa eines a eee 


Why is this? 
I. Have you any suggestions which might increase the availability or reduce 
the cost of small-business financing by loans on receivables? 


Factoring 

A. What kinds of business account for the bulk of your purchased receivables? 
(Specify whether manufacturing, wholesale trade, retail trade, service, or others, 
and product in each case.) 

B. What kinds of business usually do not qualify for factoring? 

Why is this? 

C. What are the approximate minimum qualifications that a client must have 
for a profitable factoring deal? 


Minimum annual sales_____--____- osciseikasleiadacals sais elles, adsl dlp a i acct aaa 
BR PRENMRUEETD TRE WOO OUR ici cs phic beeen aprericnacenes rcnigiaicanlia sania aac citieedalaiaanetile eaten 
Minimum total assets__..__.__--- sciatica clam nicpeagiduepiphetanctats mic aeacene accent 


If changed, why is this? 
D. Do you have other minimum requirements for clients to obtain factoring 
services, such as— 


—_ 


PTOMUMEDIC CAPNINED. TOCOPE.. none ccc LEY Ee ee 


> 
ag 
@© 
= 
S 
@ 
A 

D 


a ——— = 


TYG Of PrOQGtta. s ccw scence nents USE see 
Beeehiine Bitte MWB: 3 <node ee eens eee 
Ceres (Sh0CKs ) no nos enkcacsk penned neatabeaan alee 


Sty oP 


If changed, why is this? 
E. What is the approximate range of turnover of receivables financed, in 
number of times per year? 





Now 1954 
L..- SROROUE PINOT i icine stitial. JS ie ie Mal GA Iie ger 
Se: OE: SRI OE as cn cine wciies wleanasiias sic cesta diplaacta statins Nala aad aas iis eee 
 RYPSCR? CUIMOVOE 6s ccc ncnnseusceas ee 

F. What is the range of your factoring charges? 
Now In 1954 

~ Simple —S*Filat Simple + Flat — 

interest charge interest charge 


. 3A. PRO... ee eee SOC OLAS Se neon 
7 SED TR ccs cies ae tans Be Sisco ee  deeeial 
TREE CUNO Caaniannineine. os ‘ints ccuiulbaphickined’ | cabling leaeael i apaeeeeians 


Does the factoring charge tend to decline as the size of client increases? 
G. Would you say that factoring is— 


Small Large 
business business 


L; cress avaelleiice thet: it Iles. nncen es ae Eee. Si oidteae 
2: More availabie than: tn 2004. ..220552..00 2. eee | Ce 
3. About as available as in 1954_____-_~- aii aitaelaniecmuls, Uae eae Soe 


H. Have you any suggestions which might increase the availability or reduce 
the cost of factoring credit to small business? 


Inventory financing 

A. What kinds of business account for the bulk of your loans on inventories? 
(Specify whether manufacturing, wholesale trade, retail trade, or others, and 
the principal product in each case.) 

B. What kinds of business usually do not qualify for inventory loans? 

Why is this? 
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C. What are the approximate minimum size qualifications that a client must 
have for you to finance his inventories? 


Now 19545 
is UOC CDs LL UI NT as 


2. Minimum inventories 
en Re UI UE UNO cae cena as esteem 
4. Minimum total assets 


If the minimums have changed since 1954, why is this? 


D. Do you have other minimum requirements for clients to obtain inventory 
loans, such as 


As PORGRG ORTIER VOCOEG isis isso ee ae eee mens -y niece 
Ses AE, RI ORO a teen pe ecsas in mo en crc tepmm nes noeremcmainccs mcasatnecse, -oonmsmia 
isc | ches pars ek ps lee Sere me mceeslabengne el onieeme, er aie 
i WARNING Sng si Slicing vito knees aneeerestenaey seine 
5. Must be financing client’s receivables___.__-._._____________ 
6. Others (specify) 


E. What is the range of your percentage of advances against inventories? 
Now In 1955 


REE OR CONUR IG. oe ine Sw aeons 
2. Smallest percentage 
3. Typical percentage 


Does the typical percentage advance tend to increasé with size of client? 
F. What is the approximate range of turnover of inventories financed? 


Now In 1955 


1. Shortest turnover 
2. Longest turnover 
3. Typical turnover 


What are your policies with respect to curtailing inventory advances when a 
client’s inventory turnover becomes slow? 
G. What is the range of your effective finance rates for inventory financing? 
Now In 1955 
1. Lowest rate 
. Highest rate 
. Typical rate 


9 
9 
8 AYVICGL LAU... ewe ew oe ww ew we www ww oem wee www oe wees 


Does your finance charge tend to decline as the size of inventory financing 
client increases? 
H. Would you say that inventory financing is— 
Small Large 


business business 
‘ Leen avaliable tian in Wate j. oo ecceccs 


2; DEORE WV DIS Tits Ti BOG ies as icici 
3. About as available as in 1954 
Why is this? 
I. Have you any suggestions which might increase the availability or reduce 
the cost of small-business inventory financing? 


Equipment financing 


A. What kinds of business account for the bulk of your equipment financing? 
(Specify whether manufacturing, wholesale trade, retail trade, service, or other, 
and product involved.) 

B. What kinds of business or commodity usually do not qualify for equipment 
flanancing? 

Why is this? 

C. What are the approximate minimum qualifications that a client must have 
for a profitable equipment financing deal? 


1. Minimum annual sales 
Ti) SIE ITE WU OU IN so riciscteeminian mine nak beastie eae eae 
B wRRnS “OUbRL QNNOUN cook coe oes 
2. BE EUEN DUGNRINEI ee on econ 
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If minimums have changed, why is this? 
D. Do you have other minimum requirements for equipment financing deals? 
In 1955 
1. Profitable earnings record 

2. Age of business 

3. Kind of equipment 

4, Others (specify) 
BE. What are your effective finance charges for equipment financing? 
In 1954 
1. Highest rate 


. Lowest rate 
. Typical rate 


Does the typical finance charge tend to decrease as the size of client increases? 
F. What is your maturity for equipment financing? 


1. Maximum maturity 
D. SIRICR) MGtOTIES on id i icctetannc sce economia si 


Is the life of the equipment the principal factor in determining your maximum 
maturity ? 

G. What are your policies with respect to the percentage of sale price you 
will finance? 

H. What is your delinquency experience? 

Now In 1954 
Percentage of outstandings delinquent over 90 days__ —~_---~_- 
I. Would you say that equipment financing is— 


Small 
business business 
Less available than in 1954___- 


2. More available than in 1954_ 
3. About as available as in 1954 


J. Have you any suggestions that might increase the availability or reduce 
the cost of equipment financing to small business? 


Financing of exports and imports 


A. What kinds of business account for the bulk of your outstanding export 
and import financing? (Specify whether manufacturing or distributing, and 
the principal product in each case.) 

B. What kinds of foreign trade business usually do not qualify for financing? 

Why is this? 

C. What are the approximate minimum size qualifications that a client must 
have for a profitable foreign trade financing deal? 


Now In 1954 
Ae: Bo, eens See ee ee 


2. Minimum volume of paper 
3. Minimum net worth 
5. Seer COres GU . nn. eo cette 


D. Do you have other minimum requirements for clients to obtain foreign 
trade financing, such as 


1. Profitable earnings record___- 

dee OE ee ee ede ee 
3. Type of product 

4. Others (specify) 


E. What is the range of your effective finance rates (simple interest per 
annum ) for foreign trade financing? 


In 1954 
1. Lowest rate 


2. Highest 
3. Typical 
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What are the principal factors determining the charge for this financing? 
F. Would you say that foreign trade financing is— 
Small Lar ge 


business business 
1. Less available than in 1954_______- 


i a DTM A TO PR en eeiniciceccmexcnsandeetne 
3. About as available as in 1954____ 


Why is this? 
G. Have you any suggestions which might increase the availability or redu@ 
the cost of foreign trade financing to small business? 


Appenpix B 
Crepir INSURANCE ! 


There are two firms writing credit insurance policies in the United 
States. They are the American Credit Indemnity Company of New 
York, a subsidiary of Commercial Credit Co., and London Guarantee 
& Accident Co., of London, England. Two other companies went out 
of business during the 1929-32 depression. 

Although credit insurance is little known or understood, it is nota 
new device. Both of the companies now active in the field began 
operations in the United States in the early 1890’s. The London firm 
had been writing credit insurance in the British Isles since 1869. 

In 1956, premiums totaled $8.2 million. Since the average premium 
is equal to about one-tenth of 1 percent of sales, total sales covered by 
credit insurance in that year would appear to have been over $8 billion. 

Credit insurance is intended to protect business firms against ab- 
normal bad-debt losses. In the great bulk of policies only those losses 
above a calculated primary loss are covered. The primary loss is 
considered a routine cost of doing business. It is determined on the 
basis of experience of a given firm or general experience in an in- 
dustry. In the years 1949-52 average primary loss was about 0.15 
percent of sales for all firms. 

Most all policies contain a coinsurance feature which requires that 
the insured assume a portion of the loss claimed. This proportion is 
usually 10 to 20 percent of the amount of the loss. Coinsurance, of 
course, is intended to prevent reckless credit extensions. 

Policies also provide for a maximum limit on the insurance com- 
pany’s liability. This clause has been used ever since 1922, after large 
losses were absorbed in the 1920-21 recession. 

The American Credit Indemnity Co. (ACIC) offers nine different 
basic policies which can be modified by numerous riders, most of which 
liberalize coverage, and by other special features. Obviously indi- 
vidual policies can be tailored to fit the circumstances of particular 
clients, and the desires of businessmen as to type and extent of cover- 
age. 

Premiums on policies are determined by the extent of the coverage, 
the volume of sales (the ratio of premium to s ales tends to decline : as 
volume rises), the “policy amount” (maximum liability), and addi- 
tional charges for riders. Premiums can be reduced if the insured 
agrees to a higher primary loss or a larger coinsurance proportion. 


1 Prepared by George W. Cloos, Federal Reserve Bank of Chicago. 
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Premiums are also influenced by the industry classification of the 
insured (ACIC uses five categories depending on degree of risk) and 
the credit ratings of the client’s customers. Individual accounts can 
be covered by name, but in most cases ratings of an agency, usually 
Dun & Bradstreet, are used. The poorer the Dun & Bradstreet rating 
the higher the premium, and the lower the maximum liability which 
the insurance company will assume. Premiums usually average be- 
tween one-fifth and one-twentieth of 1 percent of sales. 

Credit insurance is used by manufacturers, wholesalers, and some 
service lines (advertising agencies are mentioned particularly). Re- 
tailers are not comidaned suitable. Credit ratings for these would be 
too difficult or too expensive to obtain. 

ACIC also provides a loss-prevention service which consists of ad- 
vice on collection methods, and a collection service. Charges are made 
for collections following a 15-day “free period” which begins when the 
claim is referred to the company. Accounts which prove uncollectible 
because of insolvency are made good if they exceed the primary loss 
calculation. All remaining claims against the account are subrogated 
to the insurance company. 

Obviously, credit insurance is of most interest to the smaller firm 
which can grow and take on new accounts with less apprehension about 
credit losses. Firms of this type are unlikely to have good credit de- 
partments or adequate collection facilities. 

It is also suggested that commercial banks are more wiling to make 
loans collateralized by accounts receivable if these accounts are in- 
sured. This may also be true to some extent for commercial finance 
companies, though they have recourse on their clients for credit losses. 
Credit insurance appears inappropriate for clients of factors who per- 
form this service themselves. One of the riders which may be at- 
tached to policies without charge gives the client’s bank the right to 
file claims against the insurance company. 











V. CREDIT FROM LARGE TO SMALL BUSINESS '* 


This inquiry into the flow of credit from large to small business 
attempts to determine (1) the extent to which such credit is a sig- 
nificant source of small business financing as well as a convenience 
arrangement, and (2) the effect of a period of monetary restraint on 
changing credit relationships between large and small concerns. It 
is striking that so little is known about trade and other credit ex- 
tended by large to small business in view of the fact that it is ac- 
knowledged generally to be the largest and most important type of 
short-term credit to small business, and is also in some cases a sub- 
stantial source of intermediate- and long-term funds. This appears 
to be true for new firms as well as for ‘existing firms.’ In absolute 
terms, the dollar amount of notes and accounts receivable of all non- 
financial corporations at the end of 1954 was $56 billion, while ac- 
counts payable totaled $33 billion. The difference, credit extended 
by these corporations to others, in large part to small unincorporated 
businesses and their customers, was $93 billion” This volume grew 
exceptionally rapidly from 1954 through 1956, judging from data on 
United States manufacturing cor porations or on very large corpora- 
tions." 


1 Robert 8S. Einzig, assistant vice president, Federal Reserve Bank of San Franciso, pre- 
pared this report and, with other members of the committee for part II, planned the survey. 
a staff associated with him in arranging for interviews and reporting the results are 
as TolloWws: 

Federal Reserve Bank of Boston, Paul S. Anderson, assistant financial economist, and 
Russell V. Chisholm, assistant financial statistician ; Federal Reserve Bank of New York, 
Richard S. Dosik, economist, Henry Kaufman, economist, Lawrence 8S. Ritter, economist; 
Federal Reserve Bank of Philadelphia, Joseph B. Everman, assistant credit investigator; 
Federal Reserve Bank of Cleveland, James E. Wert, senior economist; Federal Reserve 
Bank of Richmond, R. Pierce Lumpkin, senior economist ; Federal Reserve Bank of Atlanta, 
Leon T. Kendall, trade economist, Philip M. Webster, industrial economist ; Federal Re 
serve Bank of Chicago, George W. Cloos, senior economist, Paul Junk, junior economist; 
Federal Reserve Bank of St. Louis, Delbert C. Hastings, manager, research department, 
David T. Lapkin, economist, A. James Meigs, economist; Federal Reserve Bank of Min- 
neapolis, Oscar F. Litterer, business economist; Federal Reserve Bank of Kansas City, 
D. R. Cawthorne, financial economist, Lyle E. Gramley, financial economist ; Federal Reserve 
Bank of Dallas, P. E. Coldwell, director of research; Federal Reserve Bank of San Fran- 
cisco, Donald A. Neuman, associate economist, Charles Peterson, administrative head, re- 
search department, Harry S. Schwartz, senior economist. 

Robert S. Einzig, bachelor of arts degree, Wayne University, 1942; master of arts and 
doctor of philosophy degrees, University of Michigan, 1949, 1953. Instructor in economics, 
Wayne University, 1946—47, and University of Michigan, 1948-52. Consulting economist 
to industry, mainly engineering firm clients, 1947-52. Financial economist, Federal Re- 
serve Bank of San Franciso, 1952-56, and assistant vice president, Federal Reserve Bank 
of San Franciso, 1956 to date. Instructor, seminar in problems of bank management, Uni- 
versity of California extension, 1956 to date. 

2“Credit granted directly through suppliers plays an important role in the financing of 
almost every type of small business. * * * Although some studies have shown that sup- 
plier credit is only 10 to 20 percent of the total of the initial investment, it is undoubtedly 
much higher for a going concern. Our own analysis of the statistics of income for 1953, 
published by the Internal Revenue Service, shows that, for the smallest manufacturing com- 
panies, credit granted chiefly by suppliers in the form of accounts and notes payable are 
32 percent of the total assets of such companies.” Testimony of Wendell Barnes, Admin- 
istrator, Small Business Administration. See U. 8. Congress. House. Select Committee 
on — Business, Problems of Small-Business Finance, Hearings, 85th Cong., 1st sess., 
1957, p. 223. 

*U.S. Internal Revenue Service, Statistics of Income for 1954, pt. II. 

*Data on manufacturing corporations are summarized in Trade Credit: A Factor in the 
Rationing of Capital, Federal Reserve Bank of Kansas City, Monthly Review, June 1957. 
In view of its discussion of quantitative information, this article is reprinted as appendix B 

Of the companies listed in Directory of the 500 Largest Industrial Corporations, Fortune, 
July 1957 (a special insert), a sample of every fifth company reveals an increase from 1954 
through 1956 of 26 percent in sales, 47 percent in receivables, and 32 percent in payables. 
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The lack of reliable current statistics on the volume of credit ex- 
tended by business precluded a quantitative approach to the problem. 
As a result, it was Necided to examine the question through the inter- 
view technique. Since we were concerned only with the extension 
of credit by large to small concerns, and not by large to large or small 
to large, our —— was drawn from large firms in those industries 
in which receivables relative to sales were most important. Execu- 
tives in the selected concerns were knowledgable extenders of business 
credit who reported not only the practices of their own concerns but 
also those of others in the industry. About 275 large concerns in all 
sections of the United States were contacted by personnel of the 12 
Reserve banks. The resulting interview pattern is described in the 
appendix A. 

n addition to the accumulation of basic institutional information 
on relationships that give rise to credit extensions from large firms to 
small ones, information was sought bearing upon a number of spe- 
cific issues. Although each of these questions is elaborated in the 
body of this report, it may be helpful to set them forth brifly here: 
Is most interbusiness credit merely of a convenience or in-transit 
type; or does a significant volume of it also serve to meet the financing 
needs of small business for inventory and perhaps working capital, 
equipment, and plant? Has the recent period of restricted credit 
availability and rising interest cost accelerated certain structural 
changes which have been occurring in distribution for some time, such 
as the closer integration of distribution with manufacturing, or the 
establishment of financing affiliates? Apart from these structural 
questions, how have small businesses fared in the recent period of 
credit restraint from the point of view of the availability of credit 
from their suppliers? Has, for example, the credit extended by large 
firms to small Seaieaas increased as other types of credit became less 
readily available? 

A number of limitations should be kept in mind in reading the fol- 
lowing discussion of these issues. First, our interviews were able to 
cover only a limited sample of mining and manufacturing concerns, 
and barely touched the very large volume of interbusiness credit ex- 
tended in the wholesaling field. Second, we interviewed suppliers 
and not receivers of interbusiness credit. Finally, and perhaps most 
importantly, this kind of analysis of qualitative information is always 
subject to question in that the unusual may be given more weight 
than it deserves because there is no satisfactory way of quantitatively 
weighting responses. 

Nearly all of the concerns surveyed have dealings which include a 
significant number of small firms as their customers, but less than 
half of them have more than a very limited contact with small busi- 
nesses as their suppliers. Credit extended is therefore concentrated 
in the customer category. Every industry is on record as extending 
open-book or accounts receivable credit, and furthermore distributors 
of most of the products of these industries also extend such credit 
to smaller customers. Less than half of our respondents, however, 
extend other kinds of credit to their smaller customers, and even fewer 
extend financial advice. Concerns extending any form of credit to 
their smaller suppliers as contrasted with their small customers, con- 
stituted less than 1 out of 5 of the concerns interviewed, and this credit 
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is very limited in amount; and very few extend financial or other 
advice to these suppliers. 

Few respondents were able to provide detailed statistical informa- 
tion on credit by type of customer. Fragmentary data are available, 
however, which a some judgments to be drawn. In addition, 
there were a number of references to sources of statistical information 
on mercantile credit. However, such data generally cover only lim- 
ited geographic areas, such as the records maint ained by local credit 
associations, or are restricted to highly specialized lines of business, 

While any division among the types of credit extended by large 
ae to small is artificial, in that the different types shade into 

sach other and are thought to be mere extensions of each other by the 
hatin extending the c redit, some such division is nec essary for sim- 
plicity of presentation and analytical discussion. When, for example, 
open-book or accounts-receivable credit becomes overdue it is a fairly 
common practice, after preliminary attempts to collect and other 
negotiations, to substitute a note. The maturity of these instruments 
and their superior legal status distinguish them from open-book 
credit; but they are obvious outgrowths of the latter. On the other 
hand, some products are sold on note terms from the beginning. Thus, 
while a line between these forms of credit may be arbitrary, it is use- 
ful to distinguish between such different kinds of credit. Similarly, 
to place their goods in new areas or to introduce new products, it may 
be necessary to supply a complete stock of goods on fairly long terms, 
or, in some cases, to make loans to customers to purchase buildings or 
equipment or to supply them directly. 


CREDIT EXTENDED BY LARGE BUSINESS TO SMALL CUSTOMERS 


O pe n-book credit 


by far the most common and most important form of credit ex- 
tended by business is incidental to the process of selling products. 
This form, designated “open book” or “accounts receivable” credit, 
arises because the practice of billing for the product shipped to a cus- 
tomer permits a certain number of “days ¢ as a maximum for payment. 
It usually also gives the customer the option of taking some discount 
for prompter payment. There are two general exc eptions to this pro- 
cedure. Some products are sold under terms requiring payment 
within a specified time period, but no discount is permitted. Other 
products are sold on terms such that the account is considered overdue 
if the discount is not taken in a specified number of days. The latter 
is a trade discount as distinct from a cash discount. 

All respondents indicated that open-book credit is extended to their 
customers, irrespective of the size of the order, with only few excep- 
tions. In some cases a minimum weight or dollar amount per order 
or delivery is required, but the amount is so low that most small busi- 
nesses would qualify. For example, among companies selling build- 
ing materials, some require at least truckload lots, while others re- 
quire orders of from $500 to $1,000 to merit credit. In only two 
cases was a minimum net worth or volume of business suggested as 
a requirement. In one case a minimum worth of $10,000 was gen- 
erally desired, although exceptions were made. In the other the 
volume of business had to be enough to promise to be profitable to 
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ihe supplier: a grain mill required that a turkey raiser have at least 
0 turkeys in process to qualify for feed credit. 

All customers encounter some screening before credit is granted to 
them. ‘The usual phrase employed in the trade is that credit is ex- 
ynded to all customers who are creditworthy. This means, among 
ther things, that credit standards applied to customers stress the 
gundness of their financial structure, reasonably prompt payment 
practices, and generally satisfactory credit experience. In judging 
astomers by these standards, suppliers rely upon such factors as 
rious rating services, trade checkings, analysis of customers’ finan- 
ial statements, personal contact, and customer-bank relationship. In 
dition to the general rating services such as Dun & Bradstreet, 
here are specialized rating services in the lumber, plumbing, furni- 
wre, and other trades. Local interchange bureaus also render use- 
ful assistance. 

While some concerns report using certain operational rules of 
thumb to determine the amount of credit normally available to par- 
ticular customers; for example, relating it to the customer’s credit 
rating or to his current assets-current liabilities ratio—all stress that 
their credit practices are tailored to fit the individual customer and 
that their own payment experience with a particular customer is 
often the most important factor in determining the extent of his 
reditworthiness. A few concerns are also interested in and require 
ipproval of store layout before entering into a distributor relation- 
sip and extending credit. On the other hand, some concerns indi- 
ate that the credit analysis verdict is entirely disregarded if the out- 
et is badly needed for sales purposes. The concerns interviewed all 
atend credit to new customers or new firms, but in general check 
nore closely and restrict the amount of credit granted until some 
axperience has been gained with the customer. 

Maturity permitted.—Since our survey covered a wide range of 
nining and manufacturing industries, from raw materials to finished 
products and from perishable goods to durable producer equipment, 
the range of terms encountered was necessarily wide. For open-book 
edit, however, 30 days appears to be a typical maturity, although 
erms of 60 days or slightly more exist in the furniture, shoe, floor 
overing, and stone industries. There is no particular consistency 
athe maturity quoted—in the sense of its varying consistently as 
etween consumer nondurables and durables or other such classifica- 
ions—but instead it appears related in a loose way to the inventory 
urnover of the buyer. Terms are also undoubtedly subject to tradi- 
tonal practices which in the past may have had some direct rela- 
tionship to the durability of the product or time required for final 
ale but which are now obscure. Thus, meat is sold generally on 
ibout 1-week maximum credit terms, and beer in some areas on 15- to 
Y-day terms, whereas terms of up to 60 days are in effect on sales 
if fluid milk in some areas. 

Terms appear reasonably uniform as among the concerns in a par- 
ticular industry and as among areas of the country. The most marked 
regional differences in maturities within industries are in industries 
erating under State regulation such as milk, beer, or liquor compa- 
les, For example, in some States beer can be sold only for cash on 
‘livery while in others, such as California, distributors may be al- 
owed 90 to 120 days for payment. 
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Discounts allowed.—The general pattern of requirement for prompt 
payment to obtain a discount is 10 or 15 days. There is also developing, 
however, a pattern of requiring payments by the 10th or 15th of the 
month following shipment of the order. There are some industries 
in which cash discounts are rare or nonexistent—the food and dairy 
industries, mining, and much of the equipment manufacturing indus- 
try, particularly where the equipment is relatively specialized and 
costly. 

Discounts offered range from one-half of 1 percent for some produets 
in the primary metals industry, to 8 percent in the apparel industry, 
but the most frequent figure quoted is 2 percent. In any particular 
industry there may be considerable variation among terms for the var- 
ious products which are sold, but these do not ordinarily vary as 
among customers, perhaps in recognition of the Robinson-Patman Aet 
which requires uniform discounts to all customers within the same 
business classification. Large customers in some industries may obtain, 
in effect, a large discount if they have a particular large order, but in 
such a case the discount would tend to be in the price that is negotiated 
and not in the terms on which payment is made. That is not common, 
however, according to our respondents. Relatively few industries 
report distinctions in discounts offered jobbers or manufacturers as 
distinct from retailers or other final users of their products. 

Variations from normal terms.—There are a variety of exceptions 
to formal terms quoted which vary in significance from one industry 
to another. The leading exception is seasonal dating plans. Nearly 
all industries which experience seasonal fluctuations in the demands 
for their products offer such arrangements, and the amounts of credit 
in these cases are large. In fact, in some industries most shipments 
carry seasonal dating terms. In sporting goods, for example, it was 
reported that goods shipped after December 1 could be paid for and 
the discount taken any time up to April 10; if shipped after June 1, 
the discount could be taken up to October 10; and 1f shipped between 
October 1 and December 1 the discount could be taken up to January 
10. Similarly, blankets shipped from April to July can be paid for 
up to October 10 with a 2-percent discount, and if payment is made 
before that date, an anticipation discount at the rate of 6 percent a 
vear is granted. Such seasonal terms are provided for paint ingre- 
dients, turkey feed, women’s outerwear, shoes, photographic equip- 
ment, drugs, glass bottles, stationery, electric fans, and small ail 
ances bicycles, heating and cooling equipment, construction materials, 
farm equipment, antifreeze, fuel oil, marine engines, and batteries, just 
to name a few products. Such seasonal credit extensions may provide 
from 3 to 6 months of credit. In addition, special promotions of par- 
ticular products, as in the canning industry, or of new models in the 
television industry, command the same kind of dating plans. 

Some concerns were careful to indicate that the availability of sea- 
sonal or other special promotional terms was of benefit to them as 
well as to their customers: For the manufacturer the warehousing prob- 
lems is reduced, and for the distributor or retailer, increased sales may 
result from the greater availability of supplies. Such terms also ap- 
pear necessary to permit year-round production of highly seasonal 
items, and one concern emphasized this point by indicating that such 
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farms were adopted only after signing a guaranteed annual wage 
contract. 

The allowable credit period also varies occasionally for other than 
gasonal or special promotion reasons. If a dealer’s stock is quite un- 
jalanced, special terms may be offered so he may round out his inven- 
ry. Similarly, if a regular customer orders an amount which is 
puch in excess of his usual order, extended terms may be granted. 
There is only a minor variation in credit maturity terms permitted 
jecause of location, with some recognition of the billing problem for 
ustomers at a great distance. 

These regularly recurring variations from the usual quoted terms, 
wnnected with seasonal factors or special promotions, shade into 
thers that, develop because of unusual circumstances. Most such ex- 
eptions arise because of circumstances of the particular customer and 
his failure to pay within the quoted time. Attitudes toward these 
axceptions from usual terms vary from the strict view that they occur 
mly rarely—e. g., when an otherwise creditworthy and values cus- 
tomer encounters temporary adversity—to the view that they occur 
whenever the customer needs more time. While extended terms are 
often granted to new firms and new customers, this is ordinarily done 
on the basis of a note, rather than on open-book credit. Similarly, 
temporary adversity encountered by a valued customer may be met 
by increased time allowances on subsequent shipments, but more often 
by notes covering his overdue accounts. Only a few respondents in- 
dicated selling on shorter terms to more marginal customers. Since 
itis clear from our interviews that sales are by far the overriding 
objective and that credit is a sales device, the statements that ex- 
wptions to normal terms are rare may also be due to the fear, voiced 
by some respondents, that exceptions here too might be interpreted 
as a violation of the Robinson-Patman Act. 

There are also some other kinds of special circumstances relating 
toa whole class of customers rather than to a particular customer, 
which occasion departure from normal terms. The more important 
of these are to assist distributors during periods of marked price 
fuctuations, to assist classes of customers who themselves have large 
easonal sales, or to meet changing competitive terms in the industry. 

The treatment of exceptions that arise from overdue accounts 
throws considerable light on the effective credit terms in an industry. 
As might be expected, every respondent indicated that his course of 
ation in treating overdue accounts depended upon the merits of the 
individual case. Cutting off further credit sales immediately is a 
tre occurrence, and many respondents indicated that this is done 
mly as a last resort. However, concerns which had not set credit 
limits might do so for delinquent accounts. The cases unsettled after 
aseries of letters requesting payment are usually handled by a per- 
wnal visit to the customer by the salesman or credit manager. At one 
«xtreme, the seller may work out some mutually satisfactory arrange- 
ment which may take the form of a note. On the other, further 
wedit sales may be stopped until the accounts are paid. A variation 
inthis procedure is to make further sales on a cash basis only, with 
) the customer paying slightly more than the quoted price and the dif- 
ference going toward retirement of the past due account. It is nearly 
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universal that if a good customer is involved whose circuustances are 
known to the company, and if it is felt that his problem is temporary, 
normal trading will continue and the time for payment on the amount 
outstanding will be extended. In cases where all etforts to continue 4 
sales relation with the customer have failed, the account may be 
turned over to a collection agency. 

Receivables and inve ntory turnover.—To determine how large a 
fraction of customers’ needs for financing inventories is met by terms 
extended by suppliers, it would be necessary to compare the average 
number of d: ays their merchandise is unsold with the ave rage number 
of days allowed before the supplier requires payment. Stich infor- 
mation is not consistently available for the turnover of accounts re- 
eeivable of the large manufacturers and mining concerns interviewed 
nor for their inventory turnover of the small retailers or distributors 
who buy from them. Both of these kinds of information are avail- 
able, however, for a sizable sample of medium-sized concerns in 
manufacturing, wholesaling, and retailing. The age of accounts 
receivable of these medium-sized concerns may be somewhat less than 
the age in large concerns, judging from the fragmentary data we 
have from our interviews, and the inventory turnover of the medinm- 
sized firms may be greater than small firms would have reported. 

Using these admittedly imperfect data, it is possible to make some 
comparisons between these various turnover rates for manufacturers, 
wholesalers, and retailers in corresponding industry groups. Such 
comparisons are quite rough, especially because wholesalers and re- 
tailers are ordinarily less specialized than manufacturers, i. e.. whole- 

salers may purchase goods from more than one manufacturer and 
retailers from a number of wholesalers and, possibly, from a number 
of manufacturers as well. Nevertheless, such comparisons may indi- 
eate, in a very rough way, to what extent the manufacturer supplies 
inventory financing to his customers in connection with the goods 
he sells to them. He may be supplying them with additional working 
capital as well if his accounts receivable turn over in a_ longer 
number of days than inventories at stations further along in distri- 
bution channels. 

A comparison of such turnovers reveals that m 9 of 20 industries 
for which data on manufacturers’ receivables and retailers’ inven- 
tories are available, less than one-half of retail inventory require- 
ments are likely to be financed by credit from the manufacturers.’ 
In eight others, manufacturers may be financing, to the extent that 
they make direct sales to retailers, from one-half to all of retail inven- 
tory needs. In three industries—dairy products, feed and salt, and 
automotive parts, trucks, and tractors—inventories at the retail level 
turned over more swiftly than manufacturers’ receivables, so that the 
credit, from manufacturers was apparently more than sufficient to 
finance the retailers’ entire inventories of their products. 

If we consider the relation between the wholesalel accounts re- 
ceivable turnover and the retailers’ inventory turnover, we find that 
of the 22 industries for which data are available. 8 of the retail lines 
miav be financed by wholesalers to the extent of one-half to all of their 
inventory financing needs. In four retail trades—dairy products, 


5 Compiled from Robert Morris Associates, 1956 Statement Studies (1957). It is also 
possible to obtain a similar comparison from Dun & Bradstreet records. (See Roy A. 
Foulke, Twenty-five Years of the 14 Important Ratios, Dun & Bradstreet, 1957.) 


furs 
(orl 

T 
and 
whi 
toa 
hal 
dail 
offic 

s 
the 
tor’ 
nar 
eno 
(ap 
the 
req 
est: 
if 1 
(Lin 
ne 
ere 
for 
die 
ing 


: Ot 


re! 


wh 
fo 
of 
fi 
er 


in 
li 
in 
si 





'S are 
rary, 
lount 
ie a 
Vv be 


‘oe Q 
erms 
rage 
mber 
nfor- 
‘Ss Te- 
ewe 
utors 
vail- 
is in 
tints 
than 
uh we 
em- 
ed. 

some 
Irers, 
Such 
d re- 
hole- 
and 
mbher 
indi- 
yplies 
roods 
rking 
mger 
istr'l- 


“tries 
nven- 
juire- 
rers. 
that 
nven- 
. and 
level 
it the 
nt to 


fs re- 

that 
lines 
their 
luets, 


is also 
Roy A. 


FINANCING SMALL BUSINESS 489 


furs, ¢0: il, and the automotive parts, truck and tractor group—inven- 
jories may be completely financed by the wholes: aler. 

Turning to the relation between manufacturers’ accounts receivable 
and the inventory turnover of wholesalers, of the 32 industries for 
which data are available, 20 wholesale lines may obtain from one-half 
toall of their inventory financing from manufacturers, 6 less than one- 
half, and 6 may obtain 100 percent or more. In the last category are 
dairy products, meats, tobacco, furs, paper specialties and books, and 
office supplies. ; 

Summary: open-book credit—lt is clear, from our interviews and 
the fragments of data obtained, that a substantial part of the inven- 
tories carried by small businesses may be financed by the use of ordi- 
nary accounts receivable credit. Ina few cases smi all businesses ebtain 
enough credit from their suppliers to provide them with other working 
capital as well as to carry their inventories, and in the majority of cases 
they probably obtain a minimum of one-half of their inventory finance 
requirements. Furthermore, it is clear that smal] businesses with well- 
established relations with their suppliers can slow up their payments 
if they encounter temporary adversity, or if credit from other sources 
diminishes, without fearing that the supplier will cut off the flow of 
nerchandise to them. They may also, of course, request extended 
credit terms on current orders. The fact th at future datings of bills 
for seasonal and special promotions are becoming more w idespread i in- 
dieates that the volume of Inventories financed by suppliers is increas- 
ing. 

Other than Ope n-hook credit 

Large suppliers can meet the needs of their smaller customers for 
relatively short-term credit by supplying other than open-book credit, 
and may thus meet some long-term needs as well. To consider the 
former first, to the extent that a supplier of items which are resold 
offers a plan for financing his customers’ receivables, the short-term 
financing problem of small businesses which must themselves sell on 
eredlit is thereby lessened. 

A minority of our respondents did such financing directly by buy- 
ing the cus stome rs’ Installment notes or other accounts rec ‘eivable. This 
direct receivables assistance is most highly developed in the petroleum 
industry where receivables are usually taken by the seller on gasoline 
siles to farmers, on bulk fuel-oil plant receivables, or on tires, and 
where the extension of credit via the use of credit cards is very sub- 
stantial. A variation of this method, and one growing in importance, 
particularly in the machinery industry, is to offer the dealer extended 
terms if he sells products on rental or installment terms. Some com- 
panies have made arrangements with financial institutions, primarily 
commercial banks and finance ¢ ‘companies, to finance the distribution of 
their products. Such arrangements take the form of various kinds 
of guaranties of the accounts receiv: Sige A relatively new and grow- 
ing variation of this is the use of a repurchase agreement between 


j manufacturer and bank, covering the event of def: vult. 


Financing affiliates —The leading development in recent years, 


howeve ris the avoidance of this direct contact with the financing of 
the distributor or dealer who handles the concern’s products and the 
ise Inctend of a financing affiliate. The best known such arrangement 
Sin the automobile indus etry, although many of the other sales finance 
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organizations are also outgrowths of manufacturer interest in the 
availability of accounts receivable or other finane ing for their dealers, 
There is a large and growing number of special- function financin 

subsidiaries which, although “concentrated in the hard goods field, 

from farm and other spec inlized equipment through automobiles and 
refrigerators to television sets, also include a substanti: al number of 
recently established subsidiaries handling such items as musical instru- 
ments, carpets, and draperies. While many of the subsidiaries origi- 
nally borrowed their working funds from the parent company, most 
of them presently arrange the bulk of their finane ing independently, 
The reason for this, as given by several respondents s, is their desire 
to keep the large volume of liabilities, arising from the carrying of 
receivables, from appearing on the parent company’s books. 

Subsidiary activities are by no means confined to financing receiy- 
ables and, in fact, this is a minor part of the operation of many of 
them. Floor planning, or the financing of inventory in the hands of 
the dealer until it is sold, offered directly by the seller or through the 
subsidiary, acts to supplement any deficienc y in the terms of “credit 
otherwise available from the seller for financing inventories. Re 
lar floor planning does not usually extend beyond 9 months, although 
seasonal renewals for unsold merchandise are not unknown, and the 
apparent intention of the floor plan credit maturity term is to achieve 
more precisely the intention often attributed to trade credit terms— 
to coincide with the date of sale. This time period is ordinarily much 
shorter than the maturities which will be accepted in connection with 
receivables covering the final sale of the product. The latter are 
reported to range up to 7 years on the heavier durable items, although 
the average appears closer to three. 

Trade acceptances, notes, and other arrangements.—Another device 
for extending fairly short-term credit is the use of trade acceptances, 
in which the customer receiving the goods accepts a draft calling for 
payment to the seller on a specified date. These typically rum 90 days 
and carry an effective interest rate of 5 to 6 percent. General practice 
is to use such trade acceptance credit in conjunction with the sale of 
the product but, because it is extended mainly to marginal firms or 
when the order is above the open-book credit limit of the customer, it 
is not very widely used. The only major exceptions are the fur and 

canning industries, which typically sell on trade acce ptance terms. It 
is also on occasion used to replace past due accounts receivable, but 
it is much more common to replace such overdue accounts with notes. 

Notes are used mainly as a collection instrument for overdue ac- 
counts. Respondents felt that they received a superior legal claim 
by obtaining the note and that it was also helpful to schedule definite 
payment dates. The typical period used is 90 days and the interest 
rate 5 or 6 percent. Notes also have the advantage that, after overdue 
accounts are transferred to notes, the customer may be permitted to 
take the discount on current shipmet its. However, neither trade ac- 
ceptances nor notes represent more than a small percentage of the 
credit extended in open-book financing, because they are used mainly 
for slow payers or in very special cire umstances. 

Entirely apart from the financing arrangements that suppliers offer 
to their customers, suppliers may “reduce the amount of funds that 
customers need to carry inventories by shipping goods to them on 
consignment or by holding inventories at widely scattered locations. 
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The former arrangement appears to be relatively rare according to 
our respondents. The latter, however, is very extensive with regional 
warehouses or distributerships carrying substantial supplies, and with 
manufacturing facilities becoming increasingly decentralized through 
establishment of branch plants. 

Intermediate- and long-term credit.—As has already been indicated, 
some of the floor planning arrangements available in the distribution 
of the heavier durable goods may spill over, through renewal, into the 
intermediate-term category of from 1- to 5-year credits. In addition, 
some of the financing subsidiaries of manufacturers take a special in- 
terest in providing long-term funds for new business. In the shoe 
industry, for example, this is the principal function of one subsidiary 
which makes loans of up to 10 years to new retail establishments. 
The parent company in this case also makes loans to such establish- 
ments up to 50 percent of working capital for from 3 to5 years. Sim- 
jarly, a construction equipment subsidiary offers up to 5-year loans 
to dealers, an offer that is extensively used. Such arrangements are 
growing in importance and exist in a variety of other industries. 

There is a wide variety of arrangements whereby suppliers help to 
provide the necessary plant and equipment for their customers. In 
the dairy products business, for example, such help is common in the 
provision of refrigeration equipment for customers. In one section 
of the country this takes the form of a “surcharge agreement” where a 
bank lends the retailer funds for refrigeration equipment and the 
dairy company collects surcharges on the customers’ purchases and 
remits to the bank. No endorsement or guaranty is involved. In 
other States, suppliers may provide ice cream cabinets on 5-year terms, 
and dairies may supply the bulk of all fixtures for grocery markets 
taking their product. 

Grain companies may provide bulk feed storage facilities for their 
customers, while sugar refiners may offer long-term loans for equip- 
ment to remove liquid sugar from tank cars and store it on the cus- 
tomers’ premises. Some building supply manufacturers will lend to 
valued accounts to get a construction project underway, while others 
have mortgage departments which lend to builders and borrow from 
banks. In the appliance industry, if distributors are keenly desired, 
companies may provide from 50 to 70 percent of the capital needed; 
the amounts involved may range from $25,000 to $160,000, with repay- 
ment to be made over about 5 years. One appliance manufacturer 
will agree to buy back all merchandise not sold if a bank will finance 
its distributors. This particular arrangement is desired by the manu- 
facturer since in that way neither loans nor contingent liabilities ap- 
pear on the company’s financial reports. 

There are other isolated arrangements involving sales of equip- 
ment on fairly long terms, sometimes at cost, such as display fixtures 
in the stationery business or recapping equipment for rubber products. 
The furnishing of a complete array of credit, however, from accounts 
receivable through plant and equipment, reaches its most mature de- 
velopment where exclusive dealer relationships exist between very 
large companies and relatively small businesses. The petroleum re- 
fining and marketing industry, already mentioned in the discussion of 
short-term credit, is a prime example. 

A wide variety of financing arrangements is used in this industry in 
order to increase sales. One petroleum company is willing to lend to 
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a retailer up to 75 percent of the total cost for land and a service sta. 
tion for a period of from 10 to 12 years at 5 or 6 percent. Another 
will advance LOO percent of the cost of tanks used by retail customers 
of distributors of liquefied petroleum, with a 5- to 7-year payoff and 
interest at 5 to 6 percent. Various attractive credit arrangements cay 
be made if the company is assured that the operator is capable. Ifa 
company-owned station is leased, for example, the operator may sign 
a note for the movable equipment and obtain working capital under 
another note. Repayment may then be effected by. charging him 
slightly more than the actual price on his petroleum pure shi uses, the 
excess to be applied to debt reduction over a 3- to 5-year period. Or, 
the lessee may obtain funds to build a station by borrowing from a 
bank, using the company’s lease as collateral or requesting the com- 
pany to cosign the note. 

In the automobile industry, where dealers are otherwise qualified 
but do not have funds, 75 or 80 percent of their entire capital may 
ordinarily be provided by the purchase of preferred stock under pro- 
grams of the automobile manufacturers. E quipment and working 
capital may also be provided or arranged for. Profits are used to re- 
tire stock over a pel riod of 5 to 7 years. This stock usually carries 
a dividend of about 6 percent, which is intended to give the dealer 
incentive to retire it. The number of dealers involved in such arrange- 
ment is substantial. 

These financing arrangements are not limited to these two indus- 
tries or to exclusive dealers. In the food and apparel industries, for 
example, there are similar purchases of preferred stock, without neces- 
sarily restricting the recipient of the capital to handle only one brand 
of merchandise. 

Summary : other than 0 pen- hook credit.—FExtension of credit by 
large to small business in forms other than open-book accounts receiv- 
able is not as w idespread as open-book credit but it is growing rapidly 
in importance. The growth of the purchase of customer paper and of 
floor planning has been most pronounced in the durable goods indus- 
tries and has been accomplished mainly through financing affiliates 
of large companies. In both the durable and oe fields there 
has also been deve ‘loping a closer relationship between supplier and 
dealer, particularly as the latter becomes franchised or otherwise 
exclusive. 

This development may mean increased dependence of the customer 
on one supplier; but it apparently also means increased security in 
terms of credit availability, which may take the form of additional 
short-term credit, intermediate- or long-term credit, or even equity 
funds. The sensitivity of large Sogiaman to the antitrust laws may 
cause such dependence, in the form of tightly linking acceptance of 
their credit to sole acceptance of their product, to have less effect on the 
adaptability of our business structure than it might otherwise have. 
Further, the probability is also high that it is only the more marginal 
firms which can be directed in this way: firms with demonstrably 
capable management can obtain their financing in other ways if this 
dependence on a supplier is repugnant or unprofitable. In addition, 
in the mutual interdependence between the supplier and his outlet, 
the latter's proximity to the final customer offsets part of the bargain- 
ing disadvantage which may flow from his smaller size. 
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Idivice and other assistance to customers 


In view of the importance attached by our respondents to manage- 
ment as one of the fundamental problems of small business, the assist- 
ance provided by large suppliers to small companies in managing their 
fnancial problems acquires added importance. Provision of such 
assistance is quite common. In some areas, where credit is restr icted 
sharply by law, as is the case in liquor, beer, or milk in some States, 
the pressure of « ‘ompetit ion may take the form of provision of extensive 
help of this kind. Such assistance may not only include information 
as to Where equipment may be purch: ised at lowest prices, introduction 
to banks and advice on accounting systems, but may also take the form 
of actually maintaining books and giving detailed management advice. 

Comparative financial data for aggregates of similar firms are pro- 
vided by more than half of all respondents, as is genera] financial ad- 
rice. It is not uncommon to have full-time representatives Visit cus- 
tomers offering management assistance, setting up budgets and 
accounting systems, and preparing statements and market analyses 
for use in borrowing from banks. 


Credit extended by large business to small suppliers 


Credit extended to small suppliers by large business is, in general, 
quite limited in amount and in variety. The only kind of credit con- 
sistently extended to suppliers is in the form of progress puyments to 
construction firms and to subconstractors in connection with defense 
work, In one sense these practices may be said to involve little credit, 
since the supplier will already have made a proportional part of the 
outlay before any progress payments are received. The total volume 
of credit otherwise needed by small business, however, is thereby 
reduced. 

There are some isolated traditional practices of supplying out-of- 
pocket costs to small suppliers of logs or supplying seed, insecticide, 
and costs of fertilizer to growers by the « ‘canning and sugar industries, 
but the volume of such extension is small. Some respondents also 
indicated that, under special cireumstances, such as an urgent need for 
particular components or parts, materials might be supplied directly. 
machinery loaned or purchased, and other funds advanced. Such 
arrangements are, however, confined to special periods of high produe- 
tion and are relatively rare. 

Aid to suppliers in managing their financial problems is also quite 
limited. Only in special circumstances do large companies give ex- 
tensive advice to their small suppliers, and when this is done it is likely 
to be technical rather than financial advice. The interest of some 
large buye rs of parts in the cost of produci Ing them, however, has led 
afew firms to render more extensive assistance. 


DEVELOPMENTS IN INTERBUSINESS CREDIT, 1954-57 


The increased costs of borrowing between 1954 and 1957 and the 
decreased availability of funds, according to some observers, had a 
differential impact on small businesses. With funds less plentiful and 
costlier. the larger and better connected business borrower was said 
to be actommodated while small-business firms were reported not to 
have access to loanable funds even if they could afford the higher rates 
charged. A series of questions was put to our respondents in order to 
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: 


throw some light upon changes in their credit terms and willingness | 


to grant credit to their customers over this period. 

Regarding changes in credit terms quoted, the interviews revealed 
no convincing evidence that they had varied materially over the 
period of increasing credit restraint from 1954 through 1957. Forees 
such as slower collections and rising business failure rates, which 
tended to make terms stricter, were balanced in most lines by increas. 
ing competitive pressures for sales, which tended to make both the 
quoted terms and the standards of credit-granting more lenient. Thus, 
the credit departments of large businesses became increasingly con- 
cerned over this time period as to the collectibility of credits, but the 
sales departments became more and more concerned about expanding 
or at least maintaining sales. To put it differently, greater awareness 
of increased risks in extending credit did not prevent some of them 
from. being assumed. The interviews suggested, however, that new 
customers or newly established firms during this period may have en- 
countered stricter standards, unless they were in areas where outlets 
were particularly desired. 

While some concerns reported no changes in the formal credit terms 
quoted on sales, more respondents indicated that they were more toler- 
ant in accepting departures in payment terms. Others characterized 
industry terms as having definitely declined in severity because of 
increased competition or excess capacity, and specific details on such 
easier terms were provided. No firm reported any tightening in formal 
terms quoted. There were, however, compensating variations reported, 
In construction, for example, the percentage of bonded construction 
jobs appears to have risen, which permitted suppliers of building 
materials to extend longer credits with less concern, and in other in- 
dustries more firms insured their accounts. Notes were used more 
extensively either on direct sale or as a substitute for overdue accounts, 
and in these cases, or cases where equipment was sold by a manufacturer 
on an installment basis, interest rates charged by suppliers were con- 
siderably higher in 1957 than they were earlier. 

Another reaction in the direction of extending more credit is the 
use of datings, whether for seasonal or special promotion purposes, 
which became longer and more widespread from 1954 to 1957. In 
addition, some respondents noted that credit lines were being more 
fully used by their customers. In a similar vein, more extended terms 
were introduced by some industries or, where they already existed, 
were used to a greater extent. Some concerns also publicized or pro- 
moted the use of trade acceptances, rather than their usual discount 
terms. 

Among the respondents reporting a rise in the ratio of accounts 
receivable to sales or an increase in the average age of accounts re- 
ceivable from 1954 to 1957, it was indicated that accounts receivable 
in the textile industry increased in age by 5 to 10 days over the last 
few years. Similar increases were reported by respondents in the 
dairy business, in petroleum, in apparel, in appliances, and in electrical 
machinery. These changes were said to have occurred mainly because 
of slowness in final sales of products in relation to inventories, in- 
creased use of installment selling, manufacturers’ attempts to enter 
new markets or new parts of the country, and a general decline in 
business liquidity. But for the fact that some manufacturers substi- 
tuted more notes for overdue accounts receivable, or increased their 


cases 
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igness | yse of leasing or rental arrangements, the ratio of accounts receivable 
_ tosales would have risen further. While some concerns indicated that 
vealed | most of this slowness occurred in the case of their smaller customers, 
r the | glarge number reported that it was general, with top quality customers 
Orees | pot paying their bills until the last possible moment. 
Which For industries like the manufacture of chemicals, cement, and tele- 
creas- | yision sets, the presence of a seller’s market in the bloom period of 
h the | business in early 1955 permitted manufacturers to be very restrictive 
Thus, | jp their credits and to have virtually a cash inflow from their willing 
| Con- | purchasers. Some of these respondents regard the present situation 
it the | of increased ratios of receivables to sales and of increased age of 
nding | jeceivables as a return to normal. Other respondents in these indus- 
eness | tries have been dealing with relatively new products in which selling 
them experience is slight. They regard the erosion of their terms as part 


hew | of the evolution of appropriate sales terms, and do not view it with 
een: | see 
utlets_ | Apart from changes in the availability of open-book credit for 


longer periods, there have also been major changes in increased use 
erms | of notes and trade acceptances in connection with sales in the first 


‘oler- | instance, rather than as mere substitutes for overdue accounts. More 
rized | important, however, has been the financing by parent companies or 
se of | financing affiliates of an increasing volume of dealers’ inventories and 
such | receivables from their customers, through floor planning and purchase 
rmal | of paper. 
rted, “he older financing affiliates increased the range of financing they 
ction offered over the 3-year period from 1954 to 1957. Whereas some of 
ding them had been established only to do floor planning, they began extend- 
T in- ing a variety of other forms of credit, mainly in the direction of 
more financing customer paper. Moreover, a sizable number of financing 
unts, subsidiaries were first established or were reactivated during this 
‘ret. | period. Most of these subsidiaries are in the consumer durable or 
con- | producer durable goods fields, although the use of sales agencies 
which reduce the credit problems of textile mills has also grown. The 
> the activities of these subsidiaries are concentrated mainly in financing 
OSES, installment sales contracts, or in carrying leasing or rental arrange- 
In ments. In addition, our respondents indicated that the furnishing of 
nore loans for working capital or equipment purposes by sellers and through 
orans their affiilates has expanded somewhat in recent years. 
sted, , : 
pro- Leasing of industrial equipment 
unt In addition to the increased use of leasing by manufacturers and 
| their affiliates, there are specialized leasing companies which acquire 
unts | equipment from different manufacturers to lease to their clients. 
;re- | These companies have substantially increased in number and volume 
able | of business in the last few years. Interviews were held with two 
last | firms, said to be typical in practices and clientele, one of which is 
the | reported to be the largest in the Nation. 
‘ical =| saan of industrial equipment may run from a minimum of 1 year 
Luse to a maximum of 15, although a period of from 3 to 5 years is most 
in- common. Contracts are cudietianity renewable at greatly reduced an- 
nter nual rental rates because the lessor recovers the entire cost of the equip- 
> in ment during the initial period of the contract. The main advantage 
istii- of leasing arrangements appears to be that they free working capital. 


heir 
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In addition, rental fees are currently deductible for tax purposes 
whereas payments made in purchasing equipment are not. Ulti- 
mately, however, there is no tax saving, since the initial cost of the 
equipment, if pureh: ased, is eventually recoverable through deprecia- 
tion. 

One of the companies interviewed has been in business since 1952 
while the other was founded in 1955. Both said that the value of 
business, measured either by contracted receivables or by the value of 
equipment owned, has tended to at least double each year. One firm 
follows the policy that each transaction must exceed $2,000 but that 
no client can enter into leasing arrangements that amount to more 
than 25 percent of his net worth. In addition, each client must have 
a net worth in excess of $100,000. Some 200 firms with net worth of 
less than $500,000 have been accommodated by this one firm, although 
they account for only 15 percent of the total cost of equipment leased, 
The other firm reports that 95 percent of its chents are small busi- 
nesses and the only restrictions imposed are that each leasing contract 
must exceed $500 and the lessee must have a generally healthy balance 
sheet. 

Although it was reported that many of the larger business clients 
could have obtained credit from some other source than leasing, it 
also appears that lenders are more willing to extend funds to the 
lessor, who, with a diversified portfolio and with some capital of his 
own, may be a better credit risk than the smaller lessees. The leasing 
company may be viewed as performing the function of obtaining 
credit in large lumps and then distributing it. 

In addition to general leasing companies of this type. there are 
special purpose leasing concerns which handle such types of equip- 
ment as trucks and other automotive equipment, farm equipment, and 
metalworking machinery. The volume of business of these specialized 
concerns also is reported to be growing rapidly. — 

Attitudes on general credit developments 


To turn now to the more general opinions expressed by respondents 
in this survey, relating to credit developments over the past few 
years, the majority reported more use of interbusiness credit. This 
increased use flowed from pressure for sales, although some resulted 
from maintaining relations with existing outlets which became in- 
creasingly slow in making payments, rather than from increased 
sales. 

Most respondents indicated that their customers mentioned tight 
money, or other difficulty in obtaining credit from sources other than 
the respondent, more frequently in 1957 than in previous years asa 
reason for their need for interbusiness credit: and this was more com- 
monly heard from smaller than larger customers. It was also gen- 
erally agreed that this development influenced the cape of prompt- 
ness with which smaller customers paid their bills, but was by no 
means the only reason for it. Asa result of these payment difficulties 
of their customers, many respondents clearly visualized their own 
credit oper: ations as serving to fill the gap eaters from their cus- 
tomers’ inability to obtain credit from other sources. 

As previously indicated, some firms quite deliberately extended 
terms to stimulate sales or were more liberal in their quoted terms, 
expanded their financial counseling services, established regional 
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/ warehouses to reduce customers’ inventory requirements, or set up 


fnancing subsidiaries or expanded the activities of such subsidiaries. 
Most of the firms reluctantly went along with the slower payments 
which they received despite their more energetic bill collecting activi- 
ties. The alternative in these cases would have been a reduction in 
sales, or at least in the rate of sales growth, and this consideration 
often overrode the caution about extending more credit because of 
concern about declining creditworthiness or the increased borrowing 
necessitated thereby. 
CONCLUSION 


Interbusiness credit is a highly flexible institution which has been 
adjusting to both long- and short-term developments. Among the 
longer run deve lopments recently in progress is a closer relationship 
between manufactur ing and distribution. This has reached its most 
mature development in the petroleum and automobile industries. It 
is probably fair to say that in these industries, most retailers have no 
credit problem other than selecting that source which offers least cost 
or least restrictions. A wider range of financing arrangements is also 
making its appearance in all of the durable goods industries, and in 
the field of consumer durables this may be regarded as part of the 
general trend of increasing consumption of such products and of their 
sale to final consumers on installment terms. In return for obtain- 
ing such credit arrangements, there may be some loss of independence 
on the part of small business. 

Customary mercantile credit ordinarily appears to provide a sub- 
stantial fraction of the credit needed by small dealers to finance their 
inventories. There is now a wider range of special arrangements 
which permit more liberal payment terms in the purchase of non- 
durable as well as durable goods. Variations from usual quoted 
terms have become more frequent over the past few years, with ma- 
turities tending more closely to match seasonal and other credit needs. 
Well-established small businesses have also been able to take advan- 
tage of open-book credit in periods of temporary adversity. 

Other forms of credit are growing rapidly in importance—floor 
planning, accounts-receivable financi ing, loans for working capital, 
and other purposes—but only the short- and intermediate-term types 
are of quantitative signin ance. This growth in credit granting has 
occurred both directly by large companies and indirectly through 
financing affiliates. The industries in which the most extensive forms 
of business credit are offered, or departures from customary terms 
most readily accepted, are likely to be industries which are develop- 
ing new products, or striving to enter new markets or new areas, or 
facing the most vigorous competitive conditions. The industries most 
dynamic in terms of sales and product development also appear most 
ingenious in devising methods of extending credit to their distribu- 
tors in order to sell their produc ts. 

Developments in interbusiness credit over the past few years, when 
credit restraint was important, have been interwoven with the effects 
of the longer run developments described above and of cyclical devel- 
opments as well. In the earlier phase of the boom, with sales rapidly 
expanding and business concerns and commercial banks highly liquid, 
buyers had little difficulty in meeting formal credit terms. Some 
large businesses took advantage of the situation to tighten up on the 
volume of credit extended and to reduce their marginal risks. 
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As the boom continued and credit restraints became more effective, 
the increase in sales moderated and business liquidity declined. In 
the latter stages of the boom it become more difficult to increase sales 
further, and ‘liquidity generally had fallen to uncomfortable levels, 
At that time, the declining creditworthiness of some of their cus. 
tomers, a developing slowness in payments, and their own declining 
liquidity impelled the credit departments of many business firms to 
screen their customer credits more carefully ; but the pressure to main- 
tain sales was suflicient to cause an increase in the volume of credit 
granted and a growth of additional arrangements for financing cus- 
tomers. The influenc e of credit restraint cannot be disentangled from 
these more general business developments, but it probably contributed 
to the increase in demand for trade credit. 

Thus, during the recent period of credit restraint, large business 
concerns provided a significant part of the credit their smaller cus- 
tomers had obtained from banks and other sources in earlier periods. 
Such provision of credit, of course, was not necessarily without higher 
cost or ancillary restrictions which the small businesses might have 
preferred to avoid: but this kind of friction must necessar ily occur if 
monetary restraint is to have effect. If small business had been able 
to transfer from one source of funds to another with no added cost 
or inconvenience, it would have had a highly favored position vis-a- 
vis large business. From our analysis, it appears that the increase 
in credit granted by large business to small business over this time 
period was substantial. "This offset part of the presumed advantage 
of large business in raising funds, even at higher cost, and offset some 
of the reported disadvantage of small business in its access to bank 
and other sources of credit. 


Appenpix A 
Samp_e ComPposiITION AND QUESTIONNAIRE Form 


The method of sample selection used in this report is described in the 
attached material. The first document, Background for Sample Selec- 
tion, sets forth the general sampling method and is taken from a set 
of suggestions that was sent to each Federal Reserve bank. Table 1 
on page 41 shows for each industry the Federal Reserve district or 
districts in which interviews were carried out. Each Reserve bank 
had considerable discretion in determining the firms to contact in its 
district, but the sampling procedure had been discussed earlier at a 
conference of Reserve bank staff members in order to assure the neces- 
sary degree of uniformity. The number of contacts actually made 
during the survey is shown in table 2 on page 43. 

The basic questionnaire employed by all te interviewers is also attached. 
(See p. 501.) 
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BACKGROUND FOR SAMPLE SELECTION 


| As a basic for objective selection of the lines of business which might be ex- 
tending substantial amounts of credit to small business, reference was made to 
industry data on receivables and payables published in the Statistics of Income 
for 1953. All major (1-digit SIC)* industries reporting accounts and notes 
receivable equal to or more than one month’s average sales were segregated (man- 
wfacturing, mining and quarrying). Within each of these categories, those in- 
dustries (2-digit SIC) with an insignificant volume of fiscal year receipts (less 
than $150 million) were execluded. Among the remaining mining and manu- 
facturing industries, groups (2-digit SIC) of primary and secondary interest were 
also identified. The standards for primary interest lines were (a) receivables 
equal to at least one month’s average receipts, and (b) ratio of receivables to 
payables rising in direct proportion to size of firm (and from less than 100 percent 
jn smallest size classes to more than 100 percent in highest classes). 

To assure adequate coverage in all industries to be included in the survey, 
assignments were divided among the 12 Federal Reserve districts (see assignment 
table on pp 41-42) on the basis of (a) geographical concentration of industries 
and (b) equalization of the workload. In some cases where 2-digit industry 
dassifications encompass rather sharply defined 3-digit classifications, e. g., food 
and kindred products, specific 3-digit assignments were made. In other in- 
| dustries, especially those of primary interest (as determined above), duplicating 

assignments were made to obtain more intensive coverage. 

It should be stressed that the basic sampling unit is the industry rather than 
| the firm. The principal contacts are to be large, knowledgeable businesses, and 


| interviewers should remind themselves continually that they are searching for 


information that is relevant for the industry as well as the firm. 

As for recommended procedure, it is suggested that 2 or 9 of the largest 
firms in each of the 3-digit SIC breaks assigned to a district be contacted by 
telephone. In many cases 1 firm can report on operations in 2 or more 3- 
digit SIC industries. The primary objective of these calls is to determine 
whether there is a‘significant amount of lending by large firms to small firms, 
other than the pure convenience type, in the industries in question. Such a 
determination should be possible after asking the questions in section I (pp. 
44-45) of the questionnaire. This first part, appropriately completed, will also 
provide a record of telephone calls not followed up by personal interviews. 

In those industries (three-digit classification) where lending by large firms to 
small ones is significant, several personal interviews should be completed using 
the questionnaire supplied by the subcommittee for this purpose. Enough 
firms—four or five may prove to be the most common “satisfactory” figure— 
should be contacted to enable the interviewers to write a fairly comprehensive 
report on trade credit practices in the industry in question. 

If, after talking to several firms in a particular district, it is determined 
that important aspects of industry practices cannot be understood adequately 
from contacts in that district alone, the subcommittee should be requested to 
arrange for interviews in other districts. 


1In the Standard Industrial Classification (referred to here as SIC) the major categories 

of industrial activity, such as “manufacturing,” are the 1-digit categories; the principal 

industries under each of these headings, such as ‘‘transportation equipment,” are 2-digit 

tategories: and the further subdivisions such as “aircraft and parts’ are referred to as 
} 8digit categories. 
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Industry (SIC)! 


MINING 

Metal mining 
Iron ore 
Lead and zin 
Bauxite and other aluminum ores 
All other ? 

Bituminous coal and lignite mining 

Crude petroleum and natura! gas 

Mining and quarrying of nonmetallic minerals 


ores 


MANUFACTURING 


Food and kindred products 
Meat products 
Dairy products 
Canning and preserving fruits, vegetables, and seafoods 
Sugar 
Beverage in 
All other 
Tobacco manufactures 
Textile-mill products 
Apparel and other finished products 
Lumber and wood products, except furniture 
Furniture and fixtures 
Paper and allied products 
Printing, publishing, and allied industries 
Chemicals and allied products 


lustries 


Petroleum refining and related industries 
Rubber and miscellaneous plastic products 
Leather and products 
Stone, clay and glass products 
Flat g 
Glass and glassware, pressed or blown 
All other ? 
Primary metal industries 
Fabricated metal products 
Machinery, except electrical 
Metalworking machinery 
All other 
Electrical mact 








and equipment 


ry, equipment, and supplies 


Transportation equipment 
Motor vehi-les and motor-vehicle equipment 


Aircraft and parts 
All other 
Professional, scientific, and controNing instruments 





P? hotographic 

All other ? 
Miscellaneous manufacturing 

Jewelry, silverware, and plated ware 

Toys, amusement, sporting and athletic goods 

All other 


equipment and supplies 


Budget, Standard Industrial Classification 


Office, 1957). 


2 All other 3-digit gr 


BUSINESS 


Industry coverage for survey, by Federal Reserve 


Manual 


districts 


District or districts 


Minneapolis 
St. Louis. 
St. Louis. 
San Francisco 
Philadelphia 
Dallas. 
Atlanta 


Mi 


M: 


Kansas City 

Philadelphia 

San Francisco 

Atlanta 

Chicago } 

Minneapolis 

Richmond } 

Boston and Richmond 

New York 

San Francisco 

Richmond 

San Francisco 

Chicago and Kansas City 

Philadelphia St. Louis, and 
Dallas 

Kansas City 

Cleveland 

St. Louis 


ind Dallas 


Cleveland 

Cleveland 

Atlanta 

Cleveland ' 

Chicago 

Cleveland 

Chicago 

Philadelphia, ¢ 
Minneapolis 


eago, an 


Chicago 
San Francisc 


New York 


New York 
Boston 


Boston 
Chicage 


New York 


t. S., Government Printing 


oups were included in the assignment of this Federal Reserve district 





' 
FINANCING SMALL BUSINESS 501 
ts TABLE VY. Vumber of contacts in trade credit survey’ 
cts {Tabulation by industry] 
Industry ? Personal Telephone Total 
interview contact only contacts 
Mining: 
Metal mining 1 4 5 
Bitumineus coal and lignite 3 | 3 
Crude petroleum 13 1 14 
Mining and quarrying of nonmetallic minerals 11 x ‘9 
Manufacturing 
Food and kindred products 25 7 32 
lobacco manufactures 1 1 
Textile mill products 10 6 16 
Apparel and other finished products 13 13 
Lumber and wood products, except furniture ll ll 
Furniture and fixtures 5 l 6 
Paper and allied products 12 12 
Printing, publishing, and allied industries 1 2 3 
Chemicals and allied products ly 19 
Petroleum refining and related industries 13 13 
d Rubber and miscellaneous plastics products 7 7 
Leather and products 3 3 
Stone, clay, and glass products 29 4 33 
Primary metal industries 12 12 
Fabricated metal products_. 11 1 12 
City Machinery, except electrical 23 l 24 
ris, and Electrical machinery, equipment, and supplies 17 17 
Transportation equipment 25 2 27 
la Professional, scientific, controlling instruments, et 2 3 5 
Miscellaneous manufacturing ll 2 13 
rotal : 278 42 320 
! When a single contact yielded information on more than 1 industry, that contact was counted more 
than once, i is an interview in each industry on which information was obtained. 
?See Bureau of the Budget, Standard Industrial Classification Manual (U. 8. Government Printing 
Office, 1957) fo yrmiplete industry title. 
| QUESTIONNAIRE USED BY INTERVIEWERS 
Industry Classification 
2-digit 3-digit 
Name of Company 
Address : 
Name of Official Interviewed : 
Date: F. R. District : 
Interviewer 
I. GENERAL INFORMATION 
i A. Do you deal with any kinds or classes of business which include a signifi- 
nting 9 cant number of small firms: 
1. As your customers ? 
2. As your suppliers? 


B. (Ask if answer to I-A is “yes” :) 
Io you offer your smaller customers or suppliers financial assistance? 


Your smaller Your smaller 
customers suppliers 

Accounts receivable (or prog- (If yes, complete (If yes, complete 
ress payments) ? II—A.) II-D.) 

Other kinds of credit ?_ (If yes, complete (If yes, complete 
II-B.) II-B.) 

Financial advice? (If yes, complete (If yes, complete 
1I-C.) II-F.) 


Is financial assistance in any form extended to small business : 
1. By other manufacturers in your industry ? 
2. By distributors of your products? 

Ib. (Ask if answer to [XC is “yes” :) 


Are there trade associations in your industry which could provide aggregative 
trade credit data for the past 3 years? 
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II. DETAILS OF CREDIT EXTENSIONS 


A. Accounts receivable : 
1. To whom do you extend trade credit? 
a. All customers? 
(1) Any minimum size cutoff? 
(2) Credit standards? 
(3) Other criteria? 
b. New customers? 
ce. New firms? 
d. Has there been any change in the above since 1954? 
2. Terms on which you typically extend credit: 
a. Payment required by when? 
b. What cash discounts given? 
ce. What variation in discount terms by: 
(1) Product? 
(2) Customer? 
(3) Size of firm? 
(4) Size of order? 
(5) Degree of risk ? 
(6) Other? 
(7)Has there been any change in the above since 1954? 
d. Does the allowable credit period vary : 
(1) Seasonally? 
(2) With the turnover of the customer’s inventory or re 
ceivables? 
(3) With the perishability of goods? 
(4) With the customer’s location? 
(5) With the credit terms offered to ultimate customers? 
(6) With the credit terms available from your suppliers? 
(7) With the evaluation of creditworthiness and experience 
with particular customers? 
(8) With the size of the customer’s business? 
(9) With the size of the customer’s order? 
(10) For other reasons? 
(11) Has there been any changes in the above since 1954? 
. Has there been any change in your policy on maximum credit lines since 
1954? 


oo 


4. Do you ever extend trade credit beyond your normal terms? 

a. Frequently or rarely? Why? 

b. To any customers? 

e. Within what limits? 

d. On what terms? 

e. Has there been any change in any of the above since 1954? 
- 


». What do you doif customers don’t pay their bills on time? 
a. Cut off further sales? 
b. Carry them awhile? How long? 
ec. Set credit limits? 
d. Others? 
e. Is there any difference as to size of business? Why? 
f. Has there been any change in any of the above since 19547 

6. Table attached (see page 51) : 

a. Can quantitative data be supplied for Table I? 

b. Is it meaningful to compare changes in the ratio of outstanding 
receivables to sales for your company between 1954 and 1957? 
If the ratio changed, why did this happen? 

e. Did your definition of a delinquent account, and your follow up 
policies with respect to delinquencies, change between 1954 
and 1957? If so, how do you explain the changes which 
occurred ? 


e 


B. Credit extensions other than accounts receivable to customers: 
1. Does your company have a sales finance subsidiary? (Note to Inter- 
viewer: If “yes,” complete form entitled “Credit Extended by Finance 
Subsidiaries” ) 
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9 


2. If your merchandise is sold for resale, do you offer a plan for financing 
your customer’s receivables? If so, is this plan financed? 
a. By your company? How? 
b. By your sales finance subsidiary, if any? 
c. By an independent sales finance company ? 
d. By some other technique? 
e. Do these plans differ as between large and small customers? 
Why? 
f. Has there been any change in any of the above since 1954? 
3. Do you finance your customers in other than accounts receivable form? 
a. Shipments on consignment ? 
b. Carrying inventories directly in regional warehouses or at dis- 
tributorships in order to facilitate prompt delivery ? 
c. Do you ever replace accounts receivable with trade acceptances? 
Why and on what terms? 
Do you ever substitute notes receivable for accounts receivable? 
Why and on what terms? 
e. Other arrangements? 
f. Has there been any change in any of the above since 1954? 
4. Is credit extended in ways which are not tied directly to sales? 
a. Working capital loans? 
b. Plant or equipment loans? 
e. Endorsements of loans made to customers by financial institu- 
tions? 
d. Guarantee of contracts so that loans by other lenders are 
facilitated ? 
e. Other arrangements? 
f. Do these arrangements differ as between large and small cus- 
tomers? Why? 
g. What department in your organization handles these arrange- 
ments? 
h. Has there been any change in any of the above since 1954? 
5. Have any firms in your industry established financing subsidiaries in 
the past three years? Why? 
C. Financial advice to customers: 
1. Do you aid your customers in handling their financial problems by 
offering : 
(Note to Interviewer: When relevant, ask about policy changes 
since 1954.) 
a. Comparative financial data for aggregates of similar firms? 
b. Suggestions of, and/or introductions to, other potential credit 
sources? 
e. Advice on accounting systems? 
d. General financial advice? 
e. Other. 
D. Progress payments to suppliers: 
1. Are progress payments made only to particular types or classes of 
suppliers? If so, please elaborate. 
2. When did you start making progress payments to suppliers? Why? 
3. Are such payments made according to any prearranged schedule? 
4. Are there any charges or special discounts associated with progress pay- 
ments? If so, what are they? 
BE. Credit extended to suppliers: 
1. Do you supplement the financial resources of your suppliers by : 
(Note to Interviewer: When relevant, ask about policy changes 
since 1954.) 
a. Extending working capital loans? 
b. Extending plant or equipment loans? 
ce. Endorsement of loans made to customers by financial insti- 
tutions? 
d. Guarantee of contracts so that loans by other lenders are facil- 
itated? 
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e. Other. 
f. If you offer your suppliers financial assistance, how do your 
charges for this assistance compare with : 
(1) Your credit cost? 
(2) The credit cost of a typical supplier? 
F. Financial advice to.suppliers : 
1. Do you aid your suppliers in handling their financial problems by 
offering : 
(Note to Interviewer: When relevant, ask about changes 
since 1954.) 
a. Comparative financial data for aggregates of similar firms? 
b. Suggestions of, and/or introductions to, other potential credit 
sources ? 
c. Advice on accounting systems? 
d. General financial advice? 


Ill. RECENT CREDIT DEVELOPMENTS 


A. Any changes during past 3 years in your willingness to give credit? 
1. Because of pressure from sales department ? 
2. Because of greater doubts about creditworthiness of customers? If so, 
why? 

3. Other reasons 

4. Did this differ as between small and large business? Why? 


B. Effects of tight money: 
1. Any direct effects on your company ? 


2. Was your company turning its own payables more slowly in 1957 than 
in previous years? 
Did the high cost of funds make you more reluctant to give credit? 
Did your customers and suppliers mention tight money or difficulty 
in obtaining other credit? More often in 1957 than in previous 
years? 
5. Did this appear to vary as between small and large customers or 
suppliers? 
6. Did this seem to have influenced the promptness with which they 
paid their bills? 
In general, how do you think tight money affected small business? 
8. (If relevant) Did you make any special effort to meet the credit 
problem of small business by extending more credit yourself? Did 
this require more borrowing on your part? 
9. What do you consider the main problems of small business ? 
10. What, if anything, should have been done to increase availability and 
reduce cost of credit to small business ? 


-e 


CREDIT EXTENDED BY FINANCE SUBSIDIARIES 
A. When was your finance subsidiary organized ? 
B. Why wus it organized? 
1. To carry accounts receivable? 
2. To make short-term loans to clients? 
3. To make intermediate- or long-term loans to clients? 
4. Other reasons? 
C. How is the subsidiary financed, i. e., through the parent company or 
independently? Why? 
D. What are the terms of credit extensions by the subsidiary ? 
1. Maturity? 
2. Interest charge? 


EB. Additional comments (if any) : 
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TasBie I.—Trade credit data as of , 1954 and 1957 

aute 

Name of Company 

Address 

(See instructions on reverse side) 

{Dollar amounts in thousands] 
Sales 12 ruber of Number 
Number of months end- Accounts Average age ustomers delinquent 
customers ing in receivable of accounts | taking dis- | (past due) 
counts 
stor r break 


1954 | 1957 | 1954 | 1957 | 1954 19457 | 1954 | 1957 | 1954) 1957 | 1954 | 1957 


a (2 (3) (4) (5) (6 G 5 ) 10) (il) (12 


Please return to 
Research Department, 
Federat Reserve Bank of 


INSTRUCTIONS FOR COMPLETION OF TABLE 


freneral 


If all figures requested cannot be supplied, we shall appreciate receiving what- 
ever are ivailable. Do not discard the table simply because portions of the 
data cannot be provided. With these allowances, information is desired for as 
close to the same dates in late 1954 and 1957 as your records may permit. 


Customer break 


We are interested primarily in obtaining a customer break which, either di- 
rectly or indirectly, tends to group businesses of greatly different sizes in 
different classifications. For example, textile manufacturers may categorize 
their accounts as follows: Large Metropolitan Accounts; Other Metropolitan 
Accounts: and Rural Area Accounts. Such a classification is quite appropriate 


for our use. 


Vumber 
We are 


reasons 


of customers 


asking for the number of clients in each customer break for two 
First, this information, along with sales data, will give us some indi- 
cation of the size of clients in each category. Second, a disproportional increase 
between 1954 and 1957 in the number of clients in any given category will affect 
the comparability of the data. 

Sales 


Note that we are requesting sales for a twelve-month period ending as of a 
specified date in 1954 and 1957. These data, plus receivables data, will enable 
us to compute sales-receivables ratios for 1954 and 1957 for each customer cate- 
gory for which figures are reported. 


tecounts receivable 

Indicate in the appropriate spaces the amount of open book credit due from 
each group of customers as of a given date in 1954 and 1957. If possible, exclude 
notes receivable and trade acceptances held. If such a distinction cannot be 
made, please indicate that the data supplied contain such items 
Discounts 

If figures on the number of clients taking discounts are not available, sub- 
stitute any alternative measure of discounting which your records may supply. 
Delinquencies 


If figures on the number of delinquent accounts are not available, substitute 
any alternative measure of delinquencies which your records may supply. 
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Apprenpix B 
“TRADE CREDIT: A Factor IN THE RATIONING OF CAPITAL” 
MONTHLY REVIEW OF THE KANSAS CITY FEDERAL RESERVE BANK 


Limited supplies of capital and credit over the past 2 years in an environment 
of mounting requirements have aroused much interest to the identity of the 
potential borrowers whose demands have not been fully met. Analyses of the 
many and varied effects that have resulted from this condition have been fo- 
cused largely on the rise of interest rates, the rationing actions of lenders (in- 
cluding banks and other financial intermediaries) in choosing to accommodate 
one demand rather than another, and the comparative accessibility of the capital 
markets to various types of borrowers. Large business units have been said 
to be exempted from direct credit rationing because of their financial strength, 
bargaining ability, and unrestricted access to the open market. Smaller units, 
lacking these advantages, have been described as being limited in their oppor- 
tunities for growth and even as having suffered a reduction of the credit for- 
merly available to them. This characterization of the credit-rationing process 
probably involves oversimplification for, in reality, a great many other condi- 
tions must be coinsidered to reach a balanced appraisal of the influence of re 
stricted credit on various kinds of business. 

The emphasis that has been given in the analysis to market access, the ration- 
ing actions of lenders in preferring one customer rather than another, and the 
restraining influence of higher interest costs is altogether appropriate. An- 
other type of relationship, however, deserves consideration in the broad treat- 
ment of capital rationing. This relationship consists of the practice among 
business units and individuals of buying and selling on open book or charge 
account. For example, a business unit, finding it impossible to obtain additional 
credit through its usual sources, may supplement its capital by paying its bills 
less readily and by collecting from its customers more promptly than before. 
Obviously, such a practice could not yield additional credit for all units, since 
one can gain only at the expense of others. Yet the prevailing system of busi- 
ness relationships and trade practices makes it possible for some firms and 
some industries to gain capital in this way. 

The foundation of trade <redit is the structure of industry in which goods 
gain in value as they move from the raw material stage through the successive 
refinements of fabrication to the retail trade outlet and thence to the final con- 
sumer. Goods purchased by a business gain in value by the application of 
labor and capital. Thus, the individual business is likely to receive less credit 
through accounts payable owed to its suppliers than it extends through sales 
to its customers. But trade practices and the credit policies of specific firms and 
industries may alter this logical relationship. A business unit may receive more 
favorable credit terms from its suppliers than it grants to customers, and its 
accounts payable, therefore, may be higher than accounts receivable. 

Interjection of trade credit into the discussion of the process of credit ration- 
ing raises a number of questions. First, is the volume of credit extended through 
this medium sufficiently large to be important in the allocation of available 
credit? Second, what are the broad groups which extend and receive credit in 
this form and what is their relative importance? Third, is trade credit suffi- 
ciently flexible to be a significant factor adding to the credit of some businesses 
during a period of credit restrictiveness? Fourth, do small firms gain or lose 
apital through trade credit? The ensuing discussion sets forth the available 
statistical information that applies to these questions. 


THE MAGNITUDE OF TRADE CREDIT 


The most comprehensive information on the amount of trade credit outstand- 
ing is supplied by the United States Treasury Department in the publication 
Statistics of Income. The data shown in the accompanying table exclude the 
reports of banks and other financial institutions, for their operations are not 
germane in this analysis. Since the figures are estimates for all corporations that 
submitted balance sheets with their tax returns, they exclude unincorporated 
business units, individuals, government units, and a few smaller corporations. 
3ecause the corporate form of organization is more typical of certain industries 
than of others, inferences cannot be drawn from these figures about the amounts 
of credit extended and received by specific industries. For example, unin- 
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corporated businesses are much more common in agriculture and retail trade 
than in manufacturing; therefore, a much larger share of their operations is 
omitted from the data shown. 

Several aspects of these figures are of interest for the questions posed. These 
business units at the end of 1952 held notes and accounts receivable of $53.4 
billion and owed accounts payable of $32.6 billion. This volume of accounts re- 
ceivable was almost double the amount of loans to businesses held by all com- 
mercial banks on that date and was equal to 14 percent of the assets of the 
corporations. Since total notes and accounts receivable exceeded accounts pay- 
able by $20.8 billion, it is clear that a tremendous amount of credit was extended 
to others in the form of trade credit. The recipients of this credit can be assumed 
to be those economic units which are not included in the table, since credit ex- 
tended and received in this form among corporations would be included in the 
receivables of one firm and the payables of another. It is noteworthy that in 
each industrial group shown the volume of trade credit extended exceeded the 
yolume received. 


TABLE 1.—Receivables and payables, nonfinancial corporations 


{In millions of dollars] 






































tie eas el é ie 3 wt 

Notes and accounts Accounts 

| receivable payable 

Industry group See ae ee s 
1951 | 1952 1951 1952 

Agriculture, forestry, and fishing.............--.-.------------- 371 260 335 197 
SE ee eee ee ecanaheuenan | 1, 430 1, 438 963 968 
Te dL bbadda kbapinaveomsieeease | 3,171 3, 389 1, 352 1, 382 
Manufacturing. .-_-_. Ade ihis cnnhidimnnabiiiaapadadmmmeamami 24, 493 27,414 14, 685 16, 210 
Total trade._........... Fis cetsie ee | 15,125| 15,830] 9,360] 9,817 
Wholesale...........-.--.---..4-- (ai decile te 8,518 | 8,517 5, 516 5, 631 
cites tse nnts ccna cae e te tein onaticeemses 5, 749 | 6, 368 3, 293 3, 609 
Miscellaneous.-...-..---------- Alas ah 859 | | 945 551 577 
I is 2 nc nasheed +4176 | «1,284| 850 890 
Public utilities. _._. —aiasin tintin acacia insite elietaiints nigunnesa[aenanane 3, 591 3, 741 2, 876 3, 098 
Miscellaneous... --...-- cui ladwetineatanbnwusinannss baaaeuatwadaien 79 7 40 34 
MITE | sis aiss inaremnacdalidin aeecsehassaibanienaeanaaal r 49, 436 | 53,427 | 30,470| 32,596 


Source: Statistics of Income for 1952, pt. 2, U. 8. Treasury Department. 


These magnitudes clearly denote that trade credit is a factor of substantial 
importance in reallocating capital obtained from other sources by corporate 
business units. It is not possible to identify the recipients of these credits, but, 
as the figures pertain to almost all corporations, the sum was received by in- 
dividuals, unincorporated businesses, and Government units. The last of these 
is unlikely to account for an important share because of the financing methods 
used by Government units. Estimates of the indebtedness of individuals on 
charge and service accounts also suggest that they did not receive an important 
part. Unincorporated businesses, which typically are small, appear to have 
received the major part of this credit. 


FLEXIBILITY OF TRADE CREDIT 


Although trade credit represents a tremendous sum, and therefore is potentially 
an important mechanism through which restrictions on credit may be re- 
allocated, it does not necessarily follow that this credit is sufficiently flexible 
under restrictive conditions to afford assistance to hard-pressed businesses. In 
order to examine the responses of trade credit under recent money market con- 
ditions, it is necessary to turn to the evidence for manufacturing corporations 
alone. This choice is necessary because the estimates for all corporations by 
the Securities and Exchange Commission for recent years do not segregate other 
corporations from banks and finance companies and because no estimate is pro- 
vided for trade payables alone. Estimates for manufacturing firms are prepared 
by the Federal Trade Commission and the Securities and Exchange Commission 
and published in the Quarterly Financial Report of Manufacturing Corporations. 
Revision of the sample in the second quarter of 1956 made it necessary to adjust 
the third-quarter estimate to preserve comparability with preceding years. 
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The growth of notes and accounts receivable and accounts payable from the 
first quarter of 1952 to the third quarter of 1956 is shown in the accompanying 
chart. Since the expansion of total sales normally would lead to proportionate 
increases in trade credit, a second chart is shown in which receivables and pay- 
ables outstanding at the end of each quarter are expressed us percentages of 
the volume of sales in the preceding quarter. Most of the irregularities in the 
second chart result from seasonal fluctuations of sales, although there also is a 
clearly detined seasonal movement in receivables that results from seasonal 
changes in sales. 

From an examination of the first chart, it is evident that the growth of trade 
credit in the business expansion extending from the third quarter of 1954 to 
the third quarter of 1956 exceeded the rise in 1952-53—also a period of strong 
business expansion. Payables showed no perceptible increase in the earlier 
period but rose materially in the 1954-56 period. Yet, the rise in receivables ex- 
ceeded the growth of payables so that the difference—net credit extended to 
others—increased from $11,799 million to $15.689 million. The difference of 
83.540 million, representing the increase in net credit extended, was distinctly 
creater than the increase of $2.776 million which occurred in the bank debts of 
manufacturing corporations. Thus, while there is no reason to doubt that most 
of these firms had access to bank credit, it is equally evident that other firms 
benefited throngh improvement in the ability of manufacturers to carry larger 
volumes of receivables. 

A part of the recent increase in notes and accounts receivable of manufactur- 
ing corporations clearly is attributable to the expansion of sales, as can be 
seen on the second chart where the receivables-sales ratio is plotted. Through- 
out the period shown, there is a slow upward drift in this ratio, but the rise 
from the third quarter of 1954 onward was more rapid than in preceding quar- 
ters. The actual increase in receivables in the 2 years was $7,442 million. If 
the ratio of receivables to sales had remained unchanged through the period, 
the increase would have been only $4,549 million. The difference—$2,893 mil- 
lion—was the result of the increase in the ratio from 40 pereent in the third 
quarter of 1954 to 44 percent at the same point in 1956. This marked rise in 
the ratio coincided with the period of credit restrictiveness, tempting one to 
assume that the two developments were closely related. Other plausible ex- 
planations deserve consideration, however. 

Qne possibility is that the shift of demand among industries from 1954 to 
1946 led to more than proportionate increases in sales in the lines in which ac- 
counts receivable are usually high in relation to sales. Such shifts would have 
raised the ratio but would have furnished no basis for assuming that restrictive 
credit was an influence. The data for each type of manufacturing afford a 
basis for testing this hypothesis. The test consists of determining the ratie 
of receivables to sales that would have occurred in 1954 if the distribution of 
sales among the several lines had been the same as in 1956. That shifts of 
demand were of negligible significance is denoted by the fact that the ratio in 
1954 is raised only from 40 to 40.6 percent. Conversion to dollar terms shows 
the shift in demand to have accounted for only $348 million of the total growth 
of receivables. 

Another possible explanation of the rise in the ratio of receivables to sales 
is that manufacturing companies have found it profitable, both because of the 
rate of interest received and as a stimulant to sales, to set up financial arrange- 
ments under which equipment could be sold on the installment payment plan. 
Widespread establishment of such plans would materially affect the availability 
of credit for certain purposes, but it could not be taken uncritically as evidence 
of a response to a lack of eredit availability from other sources. An alternative 
interpretation might be that some firms which could not have obtained credit 
from other sources, even under conditions of credit ease, are enabled by these 
arrangements to buy equipment. 

The extent to which purchases of equipment under installment payment plans 
have spread among industries is not known. Information on specific companies 
confirms that the number of installment plans and the volume of sales financed 
by this method have increased over the past 2 years. Such plans as are known 
have been set up only in the durable-goods industries. Over the 2 years ending 
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with the third quarter of 1956, the ratio of receivables to sales in the durable. 
goods lines increased from 44 to 47.6 percent. In the non-durable-goods indys. 
tries, the increase was from 36.3 to 40.5 percent—a somewhat larger rise than 
that in the industries in which the change in financing might have beep 
important. 

Neither the shift of demand nor the growth of installment finance seems to 
have been of major importance in producing the rise in the ratio of receivables 
to sales in the 2-year period. It therefore appears that restrictions on the ayai]- 
ability of credit supplies from other sources led some firms to increase their use 
of trade credit. 

The failure of the ratio to rise materially in 1952-53, under strong business 
conditions, may be explained by a number of differences between the two periods, 
On the basis of several measures, the earlier period can be judged to have in- 
volved less restrictive credit conditions and the period of tightness was much 
less prolonged. Business liquidity therefore was not reduced materially, as has 
been the case recently, nor did business capital investment either in plant and 
equipment or inventory in 1953 exhibit the marked growth that prevailed in 
1954-56. 

TRADE CREDIT AND CORPORATE SIZE 


The distinct indication that trade credit responds to restrictive general credit 
conditions that are sufficiently prolonged and intense makes it particularly 
interesting to examine the evidence as to the size of business which extends and 
which obtains credit through trade relationships. Data from the Statistics of 
Income provide a classification by industry and asset size, but payables are 
not segregated into notes and accounts. Notes payable are primarily debts owed 
to banks and other lenders and thus trade payables cannot be isolated so as 
to determine the net volume of credit extended or received. 

In interpreting the figures in the accompanying table, this deficiency may be 
overcome partly by recognizing that, in the smaller corporations, trade payables 
represent a larger, and bank debts a smaller, proportion of total payables than 
in the larger business units. This observation is founded on the evidence from 
manufacturing corporations, for which appropriate data are available, and 
on the large net extensions of trade credit that are made by larger firms to other 
businesses, most of which probably are small unincorporated concerns. 


TABLE 2.—Receivables as percentages of payables, nonfinancial corporations, 1952 























Agricul- | Mining 
Asset size (in thousands of ture, | and Con- Manu- Public 
dollars) forestry, quarry- struc- factur- | utilities Trade | Services 
and ing tion ing | 
fishing | 
i. | 
Ried k . 5iks cdecteb nite 52 47 93 73 68 63 67 
50 and less than 100______-__-_- | 45 48 121 96 91 91 89 
100 and less than 250_.......-- 6A 85 129 95 103 108 92 
250 and less than 500__....._-_- 71 85 141 97 80 111 97 
500 and less than 1,000 Fe ds 60 95 164 106 93 119 80 
1,000 and less than 5,000______- 52 99 189 114 86 117 87 
5,000 and less than 10,000_____. Ot 91 296 | 122 67 108 79 
10,000 and less than 50,000___-_- 67 114 255 133 87 121 129 
50,000 and less than 100,000____- 0 103 205 121 SM 100 63 
100,000 and over__............-- 24 143 0 121 95 109 99 
| 





N oTE.—Percentages of less than 100 indicate that total payables exceed total receivables. 
Source: Statistics of Income for 1952, pt. 2, U. 8. Treasury Department. 


As the size of the unit increases, most of the industries shown in the table dis- 
play a rise in receivables as a percentage of payables. (Percentages of less 
than 100 indicate that total payables exceed total receivables.) The progression 
as size increases is clearest in mining and manufacturing establishments. Con- 
struction firms are a special case, for their receivables appear to consist largely 
of uncompensated outlays on incomplete construction projects and therefore 
resemble the goods-in-process of manufacturing companies. Public utilities em- 
ploy bank credit in financing construction until the completion of projects, and 
their excess of payables is a reflection of their construction activity rather than a 
measure of their gain through trade credit relationships. 

The information for manufacturing during the 2-year period ending with the 
third quarter of 1956 allows a segregation of payables into trade and bank 
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sources on the basis of size of corporation. When trade receivables are com- 
pared with trade payables alone, only firms having less than $250,000 of assets 
are found to have payables in excess of receivables. During the 2-year interval, 
these corporations showed comparatively little increase in receivables or bank 
debt but a substantial gain in trade payables. Firms having less than $5 mil- 
lion of assets reported a gain in payables that was equal to 88 percent of the rise 
in notes and accounts receivable. Moderate increases in bank debt were a source 
of additional funds. Corporations having more than $5 million and less than 
$50 million of assets experienced a gain of trade payables that was equal to 
only about 23 percent of the rise in trade receivables and, while bank debt in- 
ereased, the gain was well below that required to cover the difference. By far 
the largest share of the growth of receivables was in companies having more 
than $50 million of assets. Their gain in accounts payable was equal to about 
40 percent of the growth of receivables, and although bank indebtedness in- 
creased, the gain was not large enough to cover the disparity. 

In summary, the available evidence on trade credit in relation to size of cor- 
poration supports the view that smaller businesses gain an important amount 
of capital through trade relationships. If it is true that large manufacturing 
firms have comparatively little difficulty in obtaining bank credit, it is also evi- 
dent that the amount they obtained in 1954-56 was insufficient to cover the ex- 
pansion in trade credit. 

CONCLUDING COMMENT 


The preceding discussion shows that trade credit extended among firms in 
financing sales is large enough to justify the assumption that it is important in 
the reallocation of credit obtained through bank loans and sales of securities. 
The available evidence suggests that much of this credit is extended to unin- 
ecorporated businesses which, by their nature, are probably small. The informa- 
tion on corporations confirms that smaller companies are the principal recipients. 
Such credit also was found to possess flexibility that could not be explained by 
the increase in the volume of sales, shifts in demand, or the growth of corporate 
installment credit, lending support to the conclusion that credit restriction 
played a part in the expansion of trade credit during the period from 1954 to 1956. 

This conclusion does not necessarily lead to the further inference that small 
firms encounter little difficulty in financing under conditions of credit restric- 
tion. Little is known as to the terms on which larger credit supplies are made 
available through trade channels. Costs may be high, disadvantageous shifts in 
the product handled may be required, or other sacrifices may be necessary in 
order to gain credit through these channels. Moreover, there is no basis for 
judging how far trade credit can be expanded before the larger businesses be- 
come highly resistant to further increases. On the other hand,the existence of 
a network of business credit relationships of such magnitude and scope raises 
doubt about the effort to judge credit availability solely on the basis either of 
bank actions or access to capital markets. Moreover, it demonstrates the diffit- 
culties that might accompany any effort to improve the availability of capital 
for small businesses through direct restrictions upon larger firms, which have 
wide opportunities to alter their provision of capital through trade channels. 








VI. LIFE-INSURANCE COMPANIES 


Life-insurance companies are not only one of the chief repositories 
of the Nation’s savings, but are the le: iding institutional source he 
long-term debt financing of American business. Accordingly, Is 
important to ee their role in the financing of small bana 

Funds received by life-insurance companies generally are Pe 
in three kinds of investments—government securities (F ‘ederal, State 
and local), corporate bonds, and real estate mortgages. During the 
past 12 years life-insurance companies have sharply reduced their 
holdings of United States Government securities, acquired largely 
during the war, and invested the bulk of their funds in corporate 
bonds and mortgages. Long-term debt financing of business, as evi- 
denced in the combined total of corporate bonds and business real es 
tate mortgages, absorbed about three-fifths of the total net investment 
of life-insurance company funds in the 1945-57 period (table 1, see. 
A). This represented more than half of the estimated net volume 
of all long-term debt financing of these types going to business in 
the postwar period (table 1, sec. B). 

Information regularly available on loans and investments of life-in- 
surance companies does not cover tvpes of business borrowers or sizes 
of business loans. For the period 1953-56 such information was as- 
sembled through a recent special survey made by the Life Insurance 
Association of America (LIAA) of 67 companies with more than 
three-fourths of the assets held by all life companies. The data 
available from this survey were supplemented by qualitative infor- 
mation obtained by Federal Reserve interviews of a few selected com- 
panies. The combined results of these inquiries provide the basis for 
the evaluation in this report of the nature and significance of life-in- 


surance company lending to small business. 





vrepared 


‘Saul B. Klaman, economist, board of Governors of the Federal Reserve System 
this report and conducted the interviews for the survey. 

Klaman, Saul B., bachelor of science, Massachusetts State, 1941, and master of arts, 
Michigan State, 1942 May 15, 1946—March 26, 1958. Board of Governors of the Federal 
Reserve System—economist October 1943—-March 1946, U. S. Navy (communications 
officer), rank of ensign and lieutenant (jg.) : May 1943—October 1943, Bureau of Agricul 
tural Economics, Division of Statistical and Historical Research ‘(agricultural economic 


L 


statistician) ; October 1942—February 19438, Office of Price Administration-—junior price 
economist: and September 1941—September 1942, Michigan State College, department of 
economics—graduate assistant in economics. Leave of absence from Board of Governors 

January 3, 1956—-December 31, 1956, at National Bureau of Economic Research working 0! 
the Postwar Capital Market Study preparing an analysis of the mortgage market Tw 
research monographs approved by National Bureau of Economic Research for publication 
“The Postwar Rise of Mortgage Companies”; “Mortgage Debt in the Postwar Decade 
Appraisal and Development of Statistics’’: also prepared research and statistical material 


for use in course “real estate finance’ for business executives—to be given at MIT. 

2 For complete results of the LIAA survey, see U. S. Congress, House, Select Committee 
on Small Business, Problems of Small Business Finaneing, hearings, 85th Con 
November 1957, pt. I, pp. 142-170 
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TABLE 1.— Net investment of life-insurance companies in business securities and 
mortgages, 1945-57 


4. RELATIVE TO OTHER TYPES OF LIFE-INSURANCE COMPANY LOANS AND 
INVESTMENTS 


Percentage 


ype of financing ns distribution 
Business securities and mortgages, total 5.8 60 
Corporate bonds by 5] 
Business mortgages 5 3 Q 
Other real estate mortgages 23.9 39 
Government bonds 
United states mc 14 
State and local 13 9 
All other 8.2 14 
Total loans and investments 1 100 


B. RELATIVE TO TOTAL NET FINANCING THROUGH BUSINESS SECURITIES AND 
MORTGAGES 


Potal net Ratio, life- 

tinancing insurance 

Type of financing villions of company to 

iollars total 
percent 

Business securities and mortgages, total +] ob 
Corporate bonds 15.7 65 
Business mortgages 17.4 31 
Source: securities and Exchange Commission, Life Insurance Association America, and Board of 


Governors of the Federal Reserve System 


Summary conclusions which emerge are: 

(1) Small business financing by life-insurance companies is 
almost entirely long-term and done through the real estate mort- 
gage Instrument. 

(2) Small business loans are a large proportion of the number 
but a relatively minor proportion of the amount of all business 
loans made by life-insurance companies. 

(3) Lending to small business on mortgages, though main- 
tained in large volume through the 1953-56 period, declined 
\ aaenaitan of all life-insurance company business loans. 

(4) Interest rates on long-term loans to small business are 
higher than to large business, but generally increased less be- 
tween 1953 and 1956. 

(5) The proceeds of small business mortgage loans are used 
mainly to finance construction and acquisition of real estate. 

(6) Demands by small business for the long-term: financing 


ivailable from life-insurance companies may not be great. 
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REAL ESTATE MORTGAGES 


In evaluating the significance of small-business financing through 

real estate mortgages, size of loan is a more useful criterion than 
ae size of borrower. Business mortgage lenders are typically much 
more concerned about the value of properties underlying loans and 
the expected income from rentals or business sales than they are with 
the assets of borrowers. Where the property being financed is to be 
under long-term lease, the credit rating and asset size of lessees is 
of much more importance in loan evaluation than is the asset size of 
the borrower. Reflecting these considerations, most life- insurance 
companies do not have readily available information on asset size 
of business mortgage borrowers. The LIAA survey obtained such 
information for only about one- e-third of the number of business 
mortgage loans reported. 
Volume 


Mortgage lending on the security of business and industrial prop- 
erties is characterized by a large number of small loans. Of nearly 
5,000 business mortgage loans authorized in 1956 by the 67 companies 
included in the LIAA survey, nearly 2,000, or about two-fifths, were 
in amounts of less than $50,000. In each of the 3 preceding years the 
number of loans of this size was about the same, but the proportion 
was progressively larger (table 2). Looking at mortgage loans up 
to $250,000, the bulk authorized ranged downward from 87 percent of 
total number in 1953 to 83 percent in 1956. 

In terms of total amount of mortgage loans authorized on business- 
type properties in 1956, only 4 percent was in the under $50,000 size 
class and about one-fourth in the under $250,000 size class. Here 
again the proportion in the smallest size classes declined between 
1953 and 1956. 

Type of property and business 

Underlying business mortgage loans are properties such as retail 
trade establishments, office buildings, manufacturing plants, hotels, 
and garages. By far the most numerous are retail “trade establish- 
ments, which secured over two-fifths of the number of all business 
mortgage loans authorized in 1956. In importance it was followed 
by general office buildings and manufacturing plant, representing 
one-seventh and one-ninth, respectively. Because the average mort- 
gage loan on oflice buildings is generally much larger than on retail 
facilities or manufac turing plant, office building Joans represent @ 
much larger proportion of ‘the total amount than of the total number 
of business mortgage loans. Even so, they are still a smaller propor- 
tion than retail facilities. 
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TaBLE 2.—Distribution of number and amount of business mortgage loans of 
life-insurance companies, by size of loan 


[Percent] 


Amount of loan (thousands of dollars) | 1953 | 1954 | 1955 | 1956 


j 


| Number 


Under $50_. ; wo 

OS SS ee ee Siseeead 
$100 to $250...--. 7 : aie wp tia 
$250 to $1,000- necgaews nia 
Se oot nn cobra aa onamemaenaenan 





All sizes_. 








Under $50-- osassenoss 

$50 to $100... sselhacaiaonse apininpes hiapreeamaniar a - 
$100 to $250__. ea atni cin: tgiieaerloen te cipeccaaa eect aed 
$250 to $1,000_ OS ede. es 
Over $1,000... Geil betntcianijmnas iciodiebsinliniateiilacdebiall 





100. 








ire wees 258 2 ee pio hged 23 100.0 | 100.0 





Source: Based on data from survey of 67 life-insurance companies by Life Insurance Association of 
America (LIAA). 


The nature of underlying properties indicates that the main types 
of business-mortgage borrowers served by life-insurance companies 
are retailers, real-estate firms, and manufacturers. The classification 
of business size used in current Federal Reserve business-loan surveys 
defines small businesses in retailing and real estate, as those with 
assets of less than $50,000, and in manufactur ing as those with assets 
of less than $1 million. Accordingly, if asset size were the criterion, 
mortgage lending to small business by life-insurance companies would 
be said to be mainly to those with assets under $50,000. For the 
reasons noted above, however, data on asset size of mortgage bor- 
rower, obtained in the LIAA survey and shown in table 3, are rather 
limited and likely to be not entirely representative. In interpreting 
them these factors should be borne in mind. 

According to these data, only a small percentage of business- 
mortgage loans authorized by life-insurance companies was to bor- 
rowers having assets of under $50,000 or even under $100,000, and 
the relative number of loans in these categories declined substantially 
between 1953 and 1956. By contrast, a very large proportion of 
loans made were in amounts of less than $100,000 (table 2). These 
small loans were probably made to businesses with assets under 
$500,000. More than one-half of the number of business mortgage 
loans in 1956 were to borrowers with assets under $500,000. If one 
includes loans to borrowers with assets under $1 million, still con- 
sidered as relatively small business in the manufacturing industry, 
then three-fourths of the total number, and one-third of the total 
amount of business-mortgage loans went to small business. 
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TABLE $.—Distribution of number and amount of business mortgaye loans of 
life -insurance companies, by asset size of borrowe 


|Percent] 
bligor 1GAS 1954 1954 19356 
Number 


i nder $50,000 


7.3 7.95 ». 3 5.2 

$50,005 to $100.00 15.7 11.9 10. 4 10.5 
$100,090 to $500,00K 34, 2 $1.7 4). 5 3&1 
$500,000 to $1000.08 19. 1 17.0 19.4 22.6 
Over $1,000,000 22.7 21.9 24.4 23.6 
All sizes 100.0 100.0 100.0 100.0 

Amount 
Under $50,000 1.3 1.6 0.8 L4 
$50,000 to $100,004 2.8 2.3 awe 1.8 
$100,000 to $500,000 16.6 16, 2 12.7 12.9 
$500,000 to $4,000,004 16.4 17.1 12.9 16.4 
Over $1,000,000 62.9 2.8 71.4 67.5 
41] sizes 100.0 100.0 1M), 0 100.0 
Source: Based bata LIAA survey 


Lise OF miorigade Ff tds 

The greater part of borrowing on the security of commercial and 
industrial real estate is for the purpose of financing construction or 
purchase of p oper, sorrowing on industrial real-estate loans 
sometimes finances the purchase and installation of heavy equipment 
as well as the construction of special-purpose plant or fac ‘lities. Pro- 
ceeds of ort gage loans are occasionally used for short-term pur- 
poses, Including the financing of inventories and working capital, but 
such uses apparently represent a small] proportion of mortgage loan 
funds. The life-insurance company executives interviewed were of 
the opinion that there had been no significant change between 19538 
and 1957 in the proportion of business mortgage loans used for non- 
real-estate purposes. Accordingly, it seems reasonatile to conclude 
that mortgage credit extended by life-insurance companies to small 
businesses was largely for financing of plant expansion, acquisition 
of machinery and equipment, and “purchase of real estate. It has 
helped to satisfy a need for long-term credit which was not readily 
available from other external sources of funds for small business. 


Loans to real-estate ¢nvestors 

A factor to consider in the financing of small business through 
business mortgages is the extent to which loans are made to real- 
estate investors rather than to business firms occupying the facilities 
financed. Evidence from interviews, while not conclusive, suggests 
that the bulk of all mortgage loans secured by industrial real estate 
is made directly to companies occupying, or intending to occupy, the 
facilities being finaneed. Such is not the case for commercial real- 
estate loans, however. A large proportion of these are made to real- 
estate investors engaged, full or part time, in constrneting or pur- 
chasing property for oceupaney by other business firms.  Typieal 
Hiustrations are shop ping centers and office buile lings. 

The significance of business-mortgage loans to real-estate investors 


ean be approximated by assuming, on the basis of interview informa- 
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(ion, that this borrower group receives at least half of all loans se- 
ek by retail facilities, the bulk of all loans secured by office build- 
ings, and a fraction of all industrial real-estate loans. On this basis 
and using LIAA data, it appears that between one-third and two- 
fifths of “the number of business-mortgage loans in 1956 may have 
been to firms not directly occupying the facilities financed. 

[n connection with the extension of credit to large-scale real-estate 
investors, the financing of facilities occupied by small concerns that 
rent rather than own property can be considered indirect financing 
of small business. To the extent that plant and equipment facilities 
are provided in this manner for the use of small businesses, part of 
their need for long-term credit is met. This does not mean, of course, 
that all large loans to large-scale real-estate investors provide indiveét 
financing of small business. Such investors often borrow funds to 
finance facilities occupied by large rather than small businesses. 


OTILER CREDIT TO SMALL BUSINESS 


In addition to borrowing through business real-estate mortgages, 
business concerns also borrow from life-insurance companies through 
bond issues, policy loans, and residential mortgages. Only for bond 
issues ave data available from the LIAA survey; limited information 
on the other types of business borrowing was obtained through 
interview. 


TasLe 4+.—Distribution of business and industrial bound investments authorized 
by life-insurance compriies, by asset size of obligor 


[Percent] 
ts of obligor 1953 1954 1Y55 1956 


Num bet 


{ ler $1.00K).000 3.6 4.5 2.9 2.0 
$1,000,006 to $2,000,000 5.3 3.9 4.9 3.6 
$2,000,000 to $5,000. 000 10.0 13.6 10.5 9.9 
$5,000,000 to $10,000,000 10.4 14.0 10.3 9.9 
Over $10,000,000 70.7 (4.0 71.8 74.6 

All sizes 100.0 100. 0 100. 0 100.0 

) nt 

Under $1,000,000 0.2 0.3 0. 2 0.2 
$1,000,000 to $2,000,000 1.1 8 4G a 
$2,000,000 to $5,000,000 3. 1 3.4 4.1 3.9 
$5,000,000 to $10,000,000 5.3 5.4 it 5.4 
Over $10,000,000 90. 3 90. I RY. 2 89.8 

All sizes 100.0 100. 0 100.0 100.0 


Souree: Based on data from LIAA survey. 


Bowl i 
S036 *¢8SUES 


industrial bond investments went to businee having  actizesofy 

By ary ean standard, and in fact almost regardless of defini- 
tion vsed, it is clear that life-imsurance companies extend only a frae- 
tional ee of credit to small business through bond issues. In its 
survey, the LIAA collected corporate bond financing data by size 
of both loans and borrowers. In 1956 less than 6 percent of the num- 
ber and 1 percent of the amount of authorized business and. indastrial 
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bond investments went to businesses having assets of under $2 mil- 
lion. Even for borrower assets up to $5 million, the proportions were 
less than one-sixth for the number and 5 percent for the amount. 
These percentages were smaller than in each of the preceding 3 years 
as may be seen in table 4. Conversely, from two-thirds to three- 
fourths of the number, and nine-tenths of the amount, of such bond 
investments authorized by life-insurance companies between 1953 
and 1956 were to firms with assets in excess of $10 million. 

The concentration of industrial bond investments among large 
firms is equally striking when measured by size of bond. Only 3 per- 
cent of the number was for less than $50,000 in 1953 and this per- 
centage dropped steadily to one-half of 1 percent in 1956. For bonds 
of less than $250,000, the number was 15 percent of the total in 1953 
and dropped to 11 percent by 1956. One must go well above the $1 
million loan mark to include more than half of all life-insurance com- 
pany bonds with business and industrial obligors. This concentra- 


tion of large bonds to large corporations is equally pronounced in the 
public utilities field. 


Policy loans and residential real estate mortgages 


Borrowing on the security of policy loans and residential mort- 
gages is typically done by smaller concerns unable or unwilling to 
obtain long-term credit through more conventional routes. Unfor- 
tunately, t there are no data on the volume of such borrowing. 

The Prudential Insurance Co., largest mortgage lender in the Na- 
tion, is reported to have made about as many business loans secured 
by residential mortgages as through other means during the 1953-56 
period.’ In interview, executives of this company indicated that about 
one-fourth of its refinanced residential mortgages in one small urban 
area of the country during 1956 were for the purpose of providing 
funds to small-business men. 

Similar evidence on the extent of small-business financing through 
policy loans is not available. The total of such credit outstanding is 
very small, however, compared with the total of residential mortgage 

6 billion compared with over $25 billion at the end of 
1957. Efforts of some companies to extend more nonmortgage credit 
to small business are described in a later section. 





TERMS OF BORROWING 


Reflecting the nature of their business and the character of their 
liabilities to policyholders, the assets of life-insurance companies con- 
sist essentially of long-term loans and investments. Business loans, 
whether secured by mortgages or bonds, have maturities ranging up 
to 30 years. Bond issues of public utility companies typically carry 
longer maturities than do those of industrial concerns, about 30 years 
compared with 20 to 25 years. Contract maturities on mortgages are 
generally in the neighborhood of 15 to 25 years. Data on loan maturi- 
ties were not obtained in the LIAA survey, but other evidence indi- 
cates that there is apparently little difference in maturities between 
smaller and larger loans, through either bond issues or mortgages. 

With respect 'to interest rates, LIA A data indicated an inverse rela- 
tionship between size of loan and rate of interest in bond investments 





* Problems of Small Business Financing, op. cit., p. 136. 
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and mortgage loans. This is typically the case because of the smaller 
administrative costs associated with large loans, and because large 
loans are associated with large firms which, more often than small 
firms, have high credit ratings. At the same time it should be noted 
that during the 1954-56 period, when credit conditions were tightening, 
interest rates increased relatively more or large than on small loans. 
This was more pronounced with respect to mortage loans than cor- 
porate bonds (table 5). 


























TaBLE 5.—Interest rates on business securities and mortgages made by life- 
insurance companies, by size of loan 
[Precent] 
7 ' 7 % Ni - ] 
Amount of loan | 1953 1954 1955 1956 
aoe Jt a | 
Business and industrial bonds 
Under $50,000... ___ 4. 36 | 4.38 | 4.09 5.58 
$50,000 to $100,000- _ _ - 5.19 4. 87 | 4.72 4.99 
$100,000 to $250,000. __ 5. 07 4. 54 | 4. 63 5. 27 
$250,000 to $1,000,000____- 4.79 4. 59 4. 67 | 5.04 
$1,000,000 to $5,000,000 __ 4. 50 4.23 4. 34 4.77 
$5,000,000 to $10,000,000. 5 4. 44 | 4. 10 4. 20 4. 55 
$10,000,000 and over--_--- : 3.88 3.74 3. 95 4. 36 
Business mortgages 

nat ON 0 eS es 5.11 5.12 5.11 5.29 
OO Ce GOOD on ai ein ecnen tah ca he hte 4.91 4.90 4. 88 5. 10 
$50,000 to $100,000__ . _- $253 ede oes eee 4.80 4.81 4.75 5.00 
EE IE 4.73 | 4. 69 4. 67 4. 92 
$250,000 to $1,000,000... .___- A ene 4. 63 | 4. 56 4. 62 4.88 
OS ene eee 4. 52 4. 50 4. 56 4. 87 
fee TT are eee ‘ 4. 52 4.32 4.47 4.72 
Renee Wl OUOE con ce Lk 4.45 4. 50 | 4. 68 4. 68 














Source: Based on data from LIAA survey. 
FACTORS IN SMALL-BUSINESS FINANCING 


The patterns of small-business financing by life-insurance com- 
panies is influenced by legal, risk, and administration considerations. 

A primary factor limiting the extension of nonmortgage credit to 
small business through bond issue is the prohibition included in most 
State insurance laws on such loans to unincorporated businesses, or to 
firms, incorporated or not, which cannot show a satisfactory earnings 
record for at least 5 years. These legal restrictions minimize the 
volume of bond financing of both new businesses and older businesses 
which, because of tax or other advantages, prefer to operate as pro- 
prietorships or partnerships. The effect on the small-business sector is 
indicated by the fact that over 90 percent of small-business enterprises 
in the country are unincorporated.* 

Most of the insurance company executives interviewed stressed the 
fact that small businesses commonly lack the managerial capacity or 
equity to justify loans they are seeking. Also, the entire success of a 
small business frequently depends upon the judgment and survival of 
one man, who supervises production, sales, finance, and administration. 
Many small businesses seeking long-term debt financing are more ap- 
propriately in need of equity funds, but are unwilling to share owner- 


6A. D. H. Kaplan, Small Business; Its Place and Problems (McGraw-Hill, 1949), p. 22. 
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ship and thus to risk losing control of operatinos. For such reasons, 
the risks associated with small nonmortgage business loans are often 

judged to be too great by life-insurance executives responsible for 
trusteed funds. 

The high administrative costs of investigating and placing small 
loans also discourage the extension of such credit, or at least increase 
the charge on small-business loans relative to large loans going to 
large well-established businesses. Most life-insurance companies are 
not set up administratively to seek out and handle small bond issues 
successfully, especially in geographic areas remote from their own loca- 
tion. One large New England life-insurance company, for example, 
operates under a standing rule of making no loans of less than $500,000 
outside the New England: area. 

Similar considerations do not apply, however, in evaluating appli- 
cations for business mortgage credit. For such credit, legal - restric- 
tions relate to terms of lending rather than to type of business owner- 
ship or years of successful operation. In evaluating risk, life insur- 
ance companies, as noted earlier, are guided as much or more by the 
value of underlying properties and expected rental or sales volume as 
they are by the credit standing, managerial capacity, or assets of the 
borrower. Furthermore, in some types of business mortgage loans, 
credit standing of lessees is of greater importance than that of bor- 
rowers. Many factors, therefore, serve to moderate risks on mortgage 
lending to small-business men. Finally, through mortgage corre- 
spondent systems, life insurance companies are administratively well 
equipped to investigate, originate, and service small mortgage loans 
throughout the country. 

On the demand side, it is evident that small business concerns 
typically do not seek long-term funds through bond issues. They 
are generally unfamiliar with the operation of security markets and 

rarely approach large life companies about direct placement of bonds. 
Moreover, the costs associated with bond financing are often prohibi- 
tive for small business firms. 


THE QUESTION OF CREDIT AVAILABILITY 


There are, clearly, basic reasons for the limited supply of, and de- 
mand for, small business loans from life insurance companies. Some 
companies have made special efforts to expand their small business 
loan activities. 

One such effort is the small-business-loan plan established by the 
Metropolitan Life Insurance Co. as far back as 1950, for the purpose 
of “(a) determining if there was in fact an unsatisfied demand for 
sound small-business credit; and (b) helping to supply such credit 
if needed” (appendix A). The Metropolitan offered to finance 90 
percent of sms nt. business loans up to $250,000 each with maturities 
of 3 to 10 years, that were presented through local banks willing to 
finance the remaining 10 percent. Some 6,000 banks throughout “the 
country were circularized about the plan. In the 8 years that the 
plan has been in operation there have been only 228 requests for 
loans amounting to $28 million. The Metropolitan has approved 

loans aggregating $12 million, of which only 74 loans for $10 
million were ultimately disbursed. None of the loans are in de- 


ae a 
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fe fault. The relatively high rate of loan rejection may reflect the gen- 
os erally poor quality of loan applications referred by local banks unable 
or unwilling to provide all of the funds required. 
si Another more recently established program for meeting the long- 
ise «= |SCterm credit needs of smaller aaa is that of the Prudential 
bin Insurance Company of America. In January 1956, this company 
a organized a commercial and industrial loan department to extend 
a nonmortgage business credit to small- and moderate-size businesses. 
Sa Phe Prudential has actively sought to place loans under this program. 
le At the same time it has rejected a large proportion of applications 
00 because they came from undercapitalized firms often wanting to un- 
dertake risky ventures. A description of the operations of the Pru- 
‘1: dential’s commercial and industrial loan, department is included 
ae as appendix B. It is clear that Prudential’s loans are for larger 
oti amounts than those made under the Metropolitan’s small-business- 
ar. | Joan plan. It is interesting to note, however, that, as time has elapsed, 
al an increasing proportion of Prudential’s loans has been for less than 
pe $500,000. 
as | _ A different sort of evidence on the availability of long-term funds 
ee for small business is reflected in the actions and opinions of two large 
oar Massachusetts life-insurance companies, the John Hancock and the 
we New England Mutual. These companies feel that the most appropri- 


ate organization for financing those small-business operations that 
il are considered too risky for one lender is a quasi-public type of insti- 

"e ° ¢ e : r . 

| tution such as the Massachusetts Business Development Corp. This 


wan corporation is one of a number of State-development corporations 
a established throughout the country, the operations and experiences 
‘nen of which are discussed in part I: Background Studies.® Sich cor- 
ney porations obtain their funds through sale of stock to the public and 
a advances from private financial institutions. In addition to mak- 
, ~ | ing advances to such institutions, the New England Mutual and John 
— Hancock life-insurance companies contribute the time of executives 
to serve on the Massachusetts Corporation’s board of directors. 
The experience of the Metropolitan and Prudential life-insurance 
| companies and of State-development corporations suggests that de- 
ase mands by small businesses for the type of nonmortgage long-term 
wins business loans available from these institutions have been relatively 
ress «=f ght. Whether sm: all-business men are discouraged from seeking 
such credit because of unfamiliarity with procedures or because of the 
the recognized high rejection rate is not known. 
Ose 
for CONCLUDING COMMENTS 
a By law and by tradition, caution is required in the investment of 
wv | ins stitutional funds, such as those of life-insurance companies. The 
tes | primary factor in the investment policy of life-insurance companies 
Pr is safety of principal. Secondly, they seek the highest yield obtain- 
the able commensurate with risk. Many of the problems, such as under- 
the ‘apitalization, weak management, and lack of experience, which 
for make for poor credit risks, are associated with new, and typically small, 
ved businesses. life-insurance companies, in administering trusteed 
Yo funds, do not seek loans with a high degree of risk, espec cially when 
cte- 


5 See study 16 | Anderson ) p. 336. 
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demands for high-grade loans at favorable yields are large enough to 
absorb all available funds. This serves generally to limit the avail- 


ability of risk capital from life companies to new, usually small, 
enterprises. 

Investment of funds of life-insurance companies in small businesses 
represents a minor portion of life-insurance-company investment. By 
any reasonable approximation, it is likely that in 1956 a net investment 
ranging from less than $100 million to slightly more than $200 mil- 
lion went to small business, out of a total volume of well over $5 
billion in life-insurance-company loans and investments. At the same 
time it should be noted that a major share of the number of business 
mortgage loans made by life-insurance companies was to small- 
business firms. Modification of legal barriers to permit life-insurance 
companies to extend nonmortgage credit to unincorporated enter- 


prises might well result in increase availablility of small-business 
credit. 


ArpenDIx A 
SMALL-BUSINESS-LOAN PLAN OF METROPOLITAN LIFE INSURANCE Co. 


{Excerpt from letter dated February 24, 1958, from Emerson A. Schmidt, Jr., 
treasurer, Metropolitan Life Insurance Co., to Dr. James J. O'Leary, director 
of economic research, Life Insurance Association of America] 


* * * Metropolitan’s small-business-loan plan was announced on February 7, 
1950, following hearings conducted in December 1949 in Washington before the 
Subcommittee on Investment of the Congressional Joint Committee on the 
Economic Report. There was much discussion at that hearing as to whether 
eredit institutions were providing adequate credit for small business. As a 
result of the questions raised at that hearing, our plan was formulated for 
the purpose of (a) determining if there was in fact an unsatisfied demand for 
sound small business credit; and (b) helping to supply such credit if needed. 

Since we always strive for a high degree of safety when investing, our first 
consideration was to determine how to best judge the quality of a loan applied 
for and the character and ability of the management. It was recognized that 
it would not be possible to do that solely on the basis of a written statement 
sent to our office in New York. On the other hand, it would be impracticable 
for us to maintain a staff of sufficient size to make local investigations all 
about the country in connection with small loans. The expense involved would 
be prohibitive. It was our belief that sound appraisal of this type of loan could 
best be made by those qualified in this field who are located in the borrower's 
own community. The obvious answer was to obtain the cooperation of the 
banks local to the borrower’s business by having them participate in the making 
of the loans. In brief, we felt that the loans should come to us through the 
banks, and that the banks should take at least 10 percent of the amount of 
each loan and keep that proportion until maturity and share the security with 
us on a pro rata basis. The local bank would not only negotiate the loan but 
would conduct the initial investigation and make all collections, for which it 
would receive a service fee. 

Our original transmittal letter outlining the purpose of the plan and its 
operation, as well as the forms to be used for submitting applications, have 
been sent to over 6,000 banks throughout the United States. We have advised 
the banks that the loans should not exceed $250,000 and that the term should 
not be less than 3 years nor more than 10 years. 

To date, we have received applications for 228 loans amounting to $28 million 
from banks located in 36 States and the District of Columbia. We have 
approved 86 loans aggregating $12 million, of which the banks offered to take 
$1,600,000 or 13 percent. Applications for 12 of these loans aggregating $2 
million were withdrawn by the applicants after approval. Interest rates on 
loans made under the plan have ranged from 414 percent to 6 percent. More 
than one-half of the loans have had final maturities of 10 years and almost all 
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to | the remaining loans have had final maturities of not less than 5 years. None 

il- of the loans which we have made is in default as to principal or interest. 

ll Due to the limitations of the New York State insurance law under which we 
’ 


operate, we have only been able to consider loans under our plan to incorporated 
businesses. It is reported that 85 percent to 90 percent of small business is 





eS unincorporated, being comprised of individual proprietorships, partnerships or 

By associations, This has limited our experience in the small-business-loan 
: eld. * * * 

nt A 

il- 

$5 Appendix B 

me a . 

Ess THE COMMERCIAL AND INDUSTRIAL LOAN DEPARTMENT OF THE PRUDENTIAL 

Il INSURANCE Co. OF AMERICA 

ice (Memorandum dated March 3, 1958, from Mr. Ernest 8. Allsopp, vice president, 

ey the Prudential Insurance Co. of America., to Dr. James J. O’Leary, director 

ass of economic research, Life Insurance Association of America) 


The commercial and industrial loan department of the Prudential Insurance 
| Co. was created in January 1956. It officially commenced lending operations on 
| Junelof the same year. Its major aims were and are— 

1. To bring the financial resources of the Prudential mainly through its decen- 
tralized regional home offices, to small and moderate size businesses throughout 
the United States and Canada. 

2. To achieve the widest possible distribution of company funds by aggressively 
Jr., seeking direct placement investment opportunities in all parts of both countries. 
‘tor The department, through the company’s regional home offices, seeks out on 
the local level, either directly or through investment or banking institutions, 
concerns which ordinarily do not have access to the Nation’s financial centers. 


aA? Cases processed by the department fall largely into the small and medium size 
the loan category. Larger offerings are also handled in order that our regional 
the home offices may be in a position to serve the financial needs of the area in which 
her they operate. 

sa Loans are primarily unsecured. The New Jersey investment statute and com- 
for pany bylaws provide that an unsecured loan must be made to a corporation. The 
for | company’s mortgage loan department is not so limited, and secured loans to in- 
led. | dividual proprietorships and, of course, corporations are handled by that depart- 
irst ment. Age of the company is not necessarily a criteria. Loans have been made, 
lied and will continue to be made where warranted, to companies whose corporate 





hat existence has come into being in the post World War II period. There is no 
ent minimum amount of loan, provided of course it can be determined that the bor- 
ible rowing company has the ability to repay long-term funds. Loans are made for 
all a minimum term of 10 years. Sinking fund payments are flexible, usually an- 
yuld nually or semianually. 
ruld i During the initial 6-month period of operation, 25 loans were approved, as 
er’s } disclosed by the following table: 
the a . edi — et ee slpetegtaee titi adipic 
cing Number Percent 
the ) Size group loans total 
t of : approved | loans 
ne ye aed ot a 
but | $500,000 and under 3 | 12 
h it 1 $500,001 to $1,000,000 8 32 
: $1,000,001 to $2,000,000 _ _ 7 | 28 
Above $2,000,000 7 28 
its sti ckecnisthh a 
lave Total aa — Jails & onan aan = 25 100 
ised — a ae a. 
ould It is to be noted that 44 percent by number, of all loans approved, were for 
; $1 million or under. 
lion During 1957, further headway was made to bring the Prudential financial 
lave resources to small and moderate size companies, which resulted in almost two- 
ae thirds of the department commitments being for $1 million or less, of which 36 
, De 
; on 
fore 


t all 
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percent were for $500,000 and under, and 28 percent for amounts between $500,000 
and $1 million. Shown below is the table of the results for the year: 


Number of | Percent of 
Size group loans | total loans 
| approved 


$500,000 and under__- 18 | 36 
$500,001 to $1,000,000 14 | 28 
$1,000,001 to $2,000,000 : 10 | 20 
Above $2,000,000_- 8 | 16 

Total_- 50 100 


Concerns to which the 50 loans were authorized are located in 41 towns and 
cities in 19 States in the United States and 4 cities in Canada. Industries in 
which investments were approved ran the gamut from aluminum jalousies to 
woolen outer wear, and included manufacturers of such diverse products as 
candy, toothbrushes, macaroni, kitchen utensils, and electronics, and merchan- 
disers of bakery goods, groceries, and airplane parts. 

It is the aim and expectation of the department that as our desires to serve 
smaller businesses become more widely known, our objective to serve small and 
moderate size corporations will come closer to achievement. We believe we are 
gradually getting our message across. Asan example, there are under considera- 
tion at the present time the following applications : 


| 


Number of | Percent of 
Size group applications | total appli- 
cations 

$500,000 and under - 26 47.3 
$500,001 to $1,000,000 ; 15 | 97.3 
$1,000,001 to $2.000,000__ - E ; | ZI 12.7 
A bove $2,000,000 7 | 12.7 
Total : pote See ee cecal 55 | 100.0 


It is not possible to determine at this time how many of such applications will 
ultimately be approved, but the upward trend in the development of loans in the 
$500,000 and under category is self-evident. 

The road leading to a sizable portfolio of loans to small- and medium-size 
corporations is not an easy one. It is also time-consuming. Among the prob- 
lems we face, but by no means all of them, are the following: 

Lack of adequate financial information to determine the soundness of the 
investment. This at times necessitates a rebuilding of balance sheets and 
income statements. This is most particularly applicable in the one-man business 
type of operation where the controlling stockholder has had limited financial 
experience. 

A tendency to create affiliated companies and additional corporations to mini- 
mize income taxes. The composite financial picture of all the corporations may 
be necessary in order to justify the soundness of the loan. In many instances, 
it is either not possible to accomplish this or, if it is, through cross guaranties, 
the legal validity of such guaranties in many instances is questionable. 

The refusal by some smaller borrowers, because of unfamiliarity, to grant 
covenants which are normally acceptable in long-term financing. 

Desire of smaller companies to finance primarily through the debt route, with 
the net result that the amount of debt requested is topheavy compared with the 
equity of the borrower. 

The one-product and the one-man company with the dangers necessarily in- 
herent in such type operations. 

Despite these and other problems, our experience to date leads us to the sound 
belief that they are not insurmountable and that, as we move forward an in- 
creasing volume of this business can be developed with safety and profit. 
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Vil. AVAILABILITY AND COST OF EXTERNAL EQUITY 
CAPITAL FOR SMALL BUSINESS VENTURES * 


INTRODUCTION 


This report is based on a survey of opinion among persons who are, 
in one way on another, involved in supplying external equity capital 
to small businesses. External capital can be viewed as those amounts 
above and beyond the amounts that proprietors can supply from their 
own savings or can raise from relatives and personal friends. 

Most external capital for small business comes from individual in- 
vestors or small informal groups of investors. A few closed-end in- 
vestment companies (about half a dozen) have gone into small busi- 

ness ventures from time to time, and 3 or 4 specialized venture capital 
funds invests in such enterprises. A few larger “small” businesses 
have been able to sell their securities on the public markets. But in- 
dividuals are still the principal source of small business venture 
capital. 

The survey consisted of interviews with investors who participate 
in small business financing, with investment bankers who spe- 
cialize in negotiating such financing or in the public offering of small 
issues, and with the professional investment managers of the closed- 
end investment companies and venture capital funds which participate 
in this market. The 87 interviews covered about 100 individual re- 
spondents. They were conducted by six members of the research staffs 
of the Federal Reserve banks and the Board of Governors in five Fed- 
eral Reserve districts. 

The survey was not as extensive as had been hoped when it was or- 
ganized nor was it a wholly satisfactory foundation from which to 
draw conclusions. For one thing the sample was not only small, it 
was marred by some inherent biases.? Those interviewed clearly had 
no interest in what might be called the prosaic service businesses. 
This excludes many small businesses, such as gasoline filling stations, 
grocery stores, automobile dealers, radio and “television stores, drug- 
stores, restaurants, dry cleaners, laundries, and laundromats. Oc- 


1This survey was planned, some of the interviews were conducted, and this report was 
repared by: Gilbert T. Brown, regional economist, Federal Reserve Bank of Boston; 
Seymour H. Miller, economist, Federal Reserve Bank of San Francisco; Lawrence S. 
Ritter, economist, Federal Reserve Bank of New York; and Roland I. Robinson, adviser 
in the Board’s Division of Research and Statistics. Interviews were also conducted by 
Oscar F.. Litterer, business economist, Federal Reserve Bank of Minneapolis, and Leslie C. 
Peacock, financial economist, Federal Reserve Bank of Dallas. 

Robinson, Roland Inwood, Ph. D., University of Michigan, 1937; instructor, University 
of Michigan, 1929-34; with Federal Reserve Board, 1934-46. Conducted research on 
monetary and credit problems, administered Banking and Consumer Credit Research Unit; 
also wrote on banking and monetary matters for Federal Reserve Bulletin and Board’s 
annual reports. With National Association Mutual Savings Banks, 1946—47, economist 
and author of articles for their trade journals. Professor banking, Northwestern Uni- 
versity, 1947-55; chairman department, National Bureau of Economic Research ; Capital 
Markets Research, 1955-56. Federal Reserve, 1956 to date. Lecturer, Central States 
School of Banking. Member American Economic Association, American Finance Asso- 
a pana 1953). Author: Management of Bank Funds; coauthor: Financial 
nstitutions 

2A detailed account of the interview procedure of this survey and of the conceptual 
problems it posed appears in the appendix. 
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casionally an unusually aggressive promotor may successfully combine 
a number of these units into chains. Except for such unusual cases, 
however, the respondents said that service businesses usually lack the 
growth potential required to attract sophisticated venture capital. 

The odds are stacked against successful outside investment in small 
service enterprises. Badly managed, these enterprises can dissipate 
the capital invested in them. W rel managed, the owners may earn 
respectable livings and good returns on their investments. The earn- 
ings, however, are seldom large enough to attract outside funds, even 
under optimum conditions. The view seemed to be that small service 
businesses furnish jobs for those who prize independence and chafe 
at’ the discipline of modern large-scale business or governmental 
organizations. In other words, the amount of c apital now being in- 
vested in them probably is as much as is justified by economic 
considerations. 

The respondents encountered in these interviews tended to be inter- 
ested in unusual business ventures—‘special situations.”* For this 
reason the interviewers doubtless failed to encounter some direct in- 
vestment in more orthodox types of business. Much of this direct 
investment is probably of a less risky nature, of the sort. that attracts 
conservative men of means. Respondents to the interviews, being 
mostly in the central capital markets, search widely looking for 
profitable investment opportunities. They are conservative but not 
timid investors. They have the imagination to seek large profit 
opportunities in remote and unusual enterprises. Thus, the inquiry 
turned partly into a study of the availability of venture capital which 
can be thought of as a specialized form of equity capital. 

Still one more general warning must be voiced. These respondents 
were knowledgeable investors or those who represented them, and 
their attitudes reflected a great deal of broadmindedness. But their 
view was undeniably from one side of the market. If small-business 
men were to go out among strangers to raise capital, they probably 
would have a different view of the ‘problem. 

If this survey yielded any one finding it is that capital, while avail- 
able to small business ventures, is available mainly to the relatively 
more promising ones and on rather stiff terms. On the other hand, 
the survey gave no clues as to ways in which venture capital could 
be made available to a wider range of businesses or on milder terms 
within existing institutional arrangements. The investors who spe- 
cialize in this market are thoroughly sophisticated and are aware of 
the alternatives open for use of their funds. The survey showed no 
evidence that venture investment in small business yielded on the 
average appreciably more than investment in the more widely known 
and more conventional outlets. 

Because this survey was not based on a homogeneous group of re- 
spondents, it was not feasible to make numeric al counts or to prepare 
tabulations. For this reason, the organization of this report is in 
functional form and is not parallel to the interview pattern. The 
section that follows reports a brief digest of comments made with 
respect to the demand for equity funds by small business. The next 
section lists the sources of equity capital tapped by direct negotiation. 


3A “special situation” may be described as a business venture which has a high poten- 
tial of profit but is also quite risky. Not all “specal situations” are small, though most 
of them would fall in this category. 
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The terms on which capital is commonly made available are sum- 


marized and the forms in which various “deals” have been made are 
described. The fourth section of this paper summarizes the condi- 
tions under which small businesses can raise equity capital by the 
public sale of securities. The following section reports the influence 
of taxes on the respondent investors and comments on their tax views. 
The final section reports the opinions of respondents with respect to 
the influence of Federal Reserve credit and monetary policy on the 
availability and cost of eguity capital to small businesses. 


DEMAND FOR EQUITY CAPITAL * 


Respondents to these interviews reported that there is a widespread 
demand by small businesses for loan funds, particularly long-term 
loans. They were almost unanimous in reporting, however, that the 
financial conditions of very few small businesses justify fong- term 
loans; the real need of these businesses, if any, is for equity funds— 
for risk or “venture” capital. The wide gap of opinion between the 
respondents to these interviews and the proprietors of small business 
thus starts from the very beginning of negotiations. What small 
business proprietors often want by way of financial assistance is not 
what these respondents felt they should have or what they were pre- 
pared to supply. 

Respondents reported receiving applications from small businesses 
for outside capital at all stages of their life cycle: in the “a begin- 
ning before starting developmental or organization work; during “the 
organization or development: al period but before any sales have been 
made; _ the first sales have been made but before an earnings 
record has been established; and even later. After a considerable 
period of successful operation a small business may, because of fortui- 
tous business reverses, seek outside capital for the first time. 

The more conservative investors interviewed seemed to prefer to 
come into a small business after it has started operations and has dem- 
onstrated its capacity to produce, to make sales, and to earn profits. 
Others prefer to get in earlier, feeling they can make a better bargain 
at that stage. Indeed, one of the interesting points revealed in the 
interviews was that smal] business investors seem to specialize; some 
feel they can make a better and safer investment at one stage of devel- 
opment, some at another. The nature of the financial problem differs, 
of course, depending on the stage in the life cycle of the business when 
it seeks outside capital. 

New enterprise 8 

Unless a new enterprise has simple capital needs or unless its owner 
is wealthy, it may have to seek outside capital before it can start oper- 
ations. It must obtain a site of operation, equipment, and materials, 
pay wages, and probably be prepared to extend some credit to cus- 
tomers. On occasion it can get credit from suppliers or even advances 
from customers. Credit is most available from these sources, however, 
when its supplier’s markets are not good or its customers cannot read- 
ily find other sellers. Such credit is likely to be costly, since it places 


*Some of the points made in this section were developed in the interviews but some are 
also drawn from an unpublished study of the financial problems of technologically based 
enterprises made by Prof. Albert Rubenstein of the Massachusetts Institute of Technology. 
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the recipient in a poor bargaining position on purchases and sales, 
It is also subject to abrupt cancellation. 

A new business based on a new process or new product just out of 
the research laboratory faces some especially acute problems. The 
person who seeks product applications of new scientific discoveries 
finds it very difficult to obtain financing. Research of this sort may 
be costly. Once a working model of a new product has been built, 
investor interest may be attrac ‘ted. A certain number of ventures are 
able to raise capital at this time. At a later stage, after there have 
been enough sales to indicate that a product is technically adequate 
and has a market, owners are usually able to pick and choose between 
alternative offers of additional capital. 

Prior to the start of marketing, however, many firms have little or 
nothing in the way of collateral to pledge for credit. Even if they 
solve this problem and start successful operation, firm usually 
arises quickly. In technological enterprises this may cause the pri- 
mary area of competition to shift from innovation to price. New 
firms may find their costs too high, primarily because of lack of 
management controls. Furthermore, the lifeblood of such businesses 
is generally more research. If they “freeze” their product or process 
as soon as they have a market, they may soon find that the parade has 
passed them by. If new firms try to postpone continued develop- 
mental work, they may find themselves in difficulty later 


Growing businesses 


Growth often requires more funds than are available from profits. 
An increasing volume of business requires additional working capital 
and, beyond certain limits, more fixed capital. Sometimes large new 
orders cannot be accepted because of inadequate capital. Both new 
and established firms sometimes get into trouble by “trying to grow 
too fast.” Opportunities for growth, however, are not always open 
and must be seized when available. Aggressive small business pro- 
prietors sometimes feel that a life-or-death gamble is forced on them 
by outside circumstances. 

Inflationary periods of rising wages and prices may intensify the 

capital shortage problem for the growing firm. Finally, in addition 
to the above problems, the best planning often goes awry when the 
unforeseen happens. A large company with an est: ablished position 
can bury a few mistakes w ithout getting into financial difficulties. It 
can survive some unfavorable events. For a small firm, one bit of 
bad luck may cause failure unless the proprietor is able to raise added 
capital to overcome the difficulty. 


SUPPLY OF EQUITY CAPITAL BY DIRECT NEGOTIATION ° 


When the proprietor of a small business goes in search of outside 

capital, and finds he cannot get it in loan form, the next step is to 
find the specialized investors who are w illing to put money into small- 
business ventures. ‘This step does not follow a pattern that is as well 
standardized as the credit-granting process of the leading institutional 
lenders; it is even more diverse in character than for mal i investment 
banking. Basically, it is a process of negotiation, bargaining, or 


“dealing.” This section describes the diverse investment practices 





6 The slightly larger “small” businesses that can persuade underwriters to sell their 
securities in the public market will be dealt with in the following section. 
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involved in the external financing of small business by direct negotia- 
tion. 

One of the principal functions of this section will be to characterize 
the types of investors who are willing to put money into a small- 
business venture. It will review sts andards observed in the selection 
of small-business investment as reported in interviews. It will also 
deal with the terms on which such bargains are made and the sig- 
nificance of these terms for small-business financing. 

Nowrece 8s of funds and supply characte ristics 

Sources of funds.—At one time or another in the interviews, the 
following types of individuals and organizations were reported to 
supply venture funds for promising growth situations: Wealthy in- 
dividuals, family estates, partners and associates in investment-bank- 

ing houses, investment-banking firms for their own account, closed-end 
investment companies, outright venture-capital firms, pension funds, 
nonfinancial corporations seeking diversification, dissatisfied corporate 
officers, — men seeking active management roles, and others. 
Retired or semiretired men sometimes are willing to invest in a 
local acini if it promises to yield a safe and above-aver age return. 

‘hey are even more likely to invest if, in addition, they are able to 
participate usefully in the affairs of the firm, perhaps on a part-time 
or consulting basis. 

Though this list is impressively long, the interviewers concluded 
that wealthy men—whether as individuals, as partners in invest- 
ment-banking houses, or as corporate officers—are the backbone of 
this market. The interviewers sensed some loss of enthusiasm for 
special-situation investment in closed-end investment companies. The 
venture-capital firms, while still venturing, seemed, over the postwar 
decade, to have become less willing to enter a very small company. 
The venture-capital firms in the sample reported without exception, 
that they had withdrawn completely from the financing of brandnew 
firms because of loss experience with such investments and the high 
degree of risk involved. They now prefer to enter a project after 
it has ean in operation for a period of time. They are, however, 
willing to finance new product development by a going and successful 
concern. 

The only growing source of small-business venture capital seemed 
to be large corporations which have more cash than they need for 
their own operations. ‘They may be prosperous companies or, some- 
times, those in dwindling industries that are not reinvesting depre- 
ciation charges. Corporations often prefer to buy a small company 
outright, and they feel safer with a majority interest if complete 
purchase cannot be negotiated. If a business venture is unusually 
promising, however, they may be willing to purchase a minority in- 
terest. Some small-business men solve their equity problems by sell- 
ing some portion of equity to a larger firm. The current manage- 
ment may keep most aspects of operating control but get ancillary 
management aid from the buying corporation. Some large corpora- 
tinos have paid unusually favorable prices for small companies when 
they were anxious to obtain the services of their owners or rights to 
their products. 

When a corporate officer or a wealthy young man is seeking a re- 
sponsible position in a firm of his own, or is joining a firm as an 
active participant in its management, he will normally supply funds 
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on a more reasonable basis than would a person who is merely mak- 
ing an investment. Money sometimes can be obtained on especially 
favorable terms if it satisfies some nonmonetary ambitions of the 
investor—a corporate title or the equivalent. 

If a small business does not promise substantial growth, its sources 
of funds are sharply curtailed. Nevertheless, even in ‘such "ases, 
corporations seeking diversification and individuals desiring to in- 
vest funds in exe hange for a position may still be interested. These 
small businesses, however, probably will have to limit their search for 
equity capital to the community in which they are located. 

Respondents reported that, although one backer may supply all 
the money for a venture, it is more common for several investors to 
band together in supplying the funds needed by a small business, 
particularly when the sum required is substanti: al. If an investment 
group or syndicate is formed, it may have as few as 2, 3, or 4 mem- 
bers; at the other extreme, it may have as many as 20 or 25. The total 
is seldom larger than about 25 because of fear and uncertainty about 
the Securities and Exchange Commission’s distinction between a pub- 
lic offering and a private placement.’ Respondents reported that indi- 

idual participations vary from as low as $1,000-$2,000 to over 
$200,000, with the majority about $5,000-$50,000. The tots al sum in- 
vested by a group in any 1 firm will often be in the neighborhood of 
$100.000 to $1 million. although it 1s occasionally a a s little as $10,000 
or as large as $4 million. 

Venture-capital funds and closed-end investment companies often 
supply all the outside capital needed for a small venture. Some of 
them prefer solo investment, since this avoids the need to compromise 
management policies with other backers. On the other hand, one 
venture-capital fund prefers partnership operations. The manager 
of this fund feels that another participant t hel ps to check and confirm 
his own policy views. In big- ae ventures, both the funds and 
investment companies prefer to form syndic ates SO as to spread the 
risk, 

Various middlemen make the arrangements described above. ‘lax 
lawyers or accountants with wealthy clients and wide contacts in the 
financial community appear to have emerged as one new and important 
class of such mid llemen. Management consultants, who in the ordi- 
nary course of business encounter small businesses with capital needs, 
sometimes negotiate the supply of such funds. Middlemen usually 
receive a “finder’s fee,” reported to be from 5 to 10 percent of the 
sum involved. 

The middleman function is sometimes performed, occasionally 
without fee, by investment-banking houses. Such concerns often have 
one or more salesmen or securities analysts specializing in these sit- 
uations and screening requests for capital. If a promising situation 
is found, but one not ripe for public offering, they will contact. per- 
sons who have indicated an interest in supplying such venture funds. 
These sources will be, primarily, wealthy clients and associates. Sev- 
eral partners and analysts in investment-banking firms said they had 
invested their own funds in promising small growth companies from 
time to time. Investment-banking houses sometimes invest in an un- 


®A few large joint-venture syndicates have been registered with the Securities and 
Exchange Commission. 
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usually promising enterprise for their partnership account. Of per- 
haps greater quantitative importance is the wide knowledge such 
houses have of sources of funds seeking this kind of investment. 
Similarly, many brokerage firms have wealthy customers to whom 
they may recommend special situations. At times, commercial banks 
will recommend special situations to wealthy depositors. 

Some of the persons who invest small amounts in struggling little 
businesses appear to do so partly for noneconomic reasons. They 
may do it because they like “to take a flier,” to defy cooly calculated 
probability. They are exhilarated by the business process, like to 
get involved in management problems, and enjoy competing. Some 
wealthy men take seriously the social responsibilities of wealth; they 
believe that they should invest in small businesses and be helpful to 
small-business men for these reasons. 

A considerable degree of specialization seems to have developed 
throughout the area of venture-capital financing, as elsewhere in the 
financial community. Venture-capital firms, investment companies, 
and investment bankers often seem to specialize in particular indus- 
tries; specialization with respect to the types of situations these firms 
as a group will handle also seems evident. Some individuals, such as 
some patent attorneys, specialize in new product development. Some 
individuals will take an active interest in distressed firms. Invest- 
ment-banking houses have similar specialties; some specialize in in- 
dustries such as petroleum or electronics. Some individuals and in- 
vestment firms seem to specialize by size of situation, such as invest- 
ments under $100,000, others in the $100,000-$250,000 range, still 
others in the $250,000 $1 million range, and a few are reluctant to 
invest amounts smaller than $1 million. 

Quality standards needed to attract equity funds.—Almost all re- 
spondents agreed that a very large portion of small-business capital 
seekers fail to pass the screening process. Most investors report that 
about 90 out of 100 applicants for equity funds can be and are rejected 
after a brief interview. Eight or nine of the remaining ten are like- 
ly to be turned down at some later stage in the screening process. 
Only 1 or 2 percent of the applicants finally achieve their goal. One 

venture-capital fund has kept a statistical record of applic ations and 
ac sone ey es for a decade; the “pass” ratio in its screening has averaged 
inder 1 percent, year after year. 

One reason cited almost universally for the rejection of small- 
business financing requests is some defect in management. The re- 
spondents usually mean some form of unbalanced management rather 
than bad management. One man usually dominates the man: ugement 
of a small business. That, in itself, constitutes an element of risk. 
Some investment bankers refuse to offer the securities of a company 
publicly unless satisfactory management succession has been arranged. 
The promoter of a small business is often a specialist without general 
business experience or ability. He may be an engineer without 
financial experience, a salesman without production experience, a 
financier who is inept in his human relations. Two investment bank- 
ers cited unexpected and unwarranted extravagance by businesses 
soon after receiving outside financing—such as buying a company 
airplane or building. luxurious office space. 

The second most frequently cited reason for rejection was lack of 
satisfactory growth potential. This was attributed to a number of 
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factors: the nature of the product or process, or the nature of the 
demand for it. Growth potential is important to investors in special 
situations because they are “locked in” until the firm either grows 
large enough to have its securities traded on the public market or 
until it can be sold to or merged with a larger company. Investment 
bankers often judge the prospect for future growth in terms of the 
possibility that, at some time in the future, the company will be ripe 
for a public offering. 

A venture-capits al firm or an investment company usually screens 
all phases of a project carefully before it invests for its own account 
or recommends the situation to others. This includes judgment us to 
the character and capacity of the individuals involved; their ability 
to adapt themselves to the growth they claim as likely; an inv estiga- 
tion of the technological feasibility of the new product or process, 
including likely costs; an evaluatilon of the potential market for the 
product or process, including the nature and the long-run future of 
the industry of which the firm is a part; an examination of the firm’s 
past earnings and accounting records; and an investigation into rele- 
vant legal aspects, such as those regarding patents. This is virtually 
the same scale of investigation undertaken by a reputable investment- 
banking house before making a public offering. A poor showing on 
almost any one of the factors listed above would generally be con- 
sidered sufficient reason for rejection of a project, since almost all of 
these ingredients are required if there is to be satisfactory growth 
potential. In most cases, it is found that a firm’s own evaluation of 
its future growth prospects is substantially above that of independent 
consultants hired to give an objective appraisal of the situation. 

On the other hand, it seemed to the interviewers that wealthy indi- 
vidual investors, in contrast with the larger funds, seemed to accept 
the judgment of friends as to the opportunities inherent in a special 
situation. This casualness may be due to the difficulties of investiga- 
tion for any but specialists in such matters. The fraternity of indi- 
vidual backers of small businesses appears to be rather close knit, at 
least on a local level. A good deal of information is passed about by 
word of mouth. If one investor, who enjoys considerable prestige 
among his associates, believes a situation to be promising and recom- 
mends it to others, his friends may participate, merely on the basis of 
his recommendation. 

Some industries attract venture-capital investment more readily 
than others. Manufacturing companies based on technology, or mines 
producing currently scarce raw materials, have at various times dur- 
ing the postwar dec ade rec elved substantial investor attention—elece- 
tronics, chemicals, plastics, oil exploration, uranium mining, and drug 
manufacturing. On the other hand, the field of distribution is, gener- 
ally, not as favorably received, although shopping centers attracted 
a good deal of interest several years ago. Waves of fashion recede as 
well as swell; for ex: ample, pl: istics fell from favor several years ago 
and interest in uranium mining has dwindled. Several respondents 
noted that electronics firms were not attracting the enthusiasm today 
that they did 2 or 3 years ago. 

Although the rejection rate may be high, it was the opinion of the 
respondents (and the reaction of interviewers) that-some ver 'y specu- 
lative projects get. financed. Hindsight is involved in this judgment, 
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but some truly astounding ex camples of such cases were cited to the 
interviewers. If the orbit of interviewing had covered unsuccessful 
small-business investors as well as the successful ones interview ed, this 
impression might have been even stronger. 

Lower size limits for negotiated financing.—Virtually all institu- 
tional venture-capital investors interviewed reported that the mini- 
mum size for a project they would consider had been increased during 
the postwar decade. Some said that, earlier, they had been willing to 
consider quite small ventures. But the overhead cost of running a 
venture-capital institution, of paying for screening, and the higher 
loss rate for very small ventures, have caused them to enforce a mini- 
mum size. The smaller ventures seem to have become primarily the 
prov ince of the individual investor, singly or in groups. 

Concentration of the institutional investors in larger situations is 
not only due to unfavorable loss experience and heavy expense in- 
volved in screening prospects, but to the excessive amount of time and 
expense that is often required after the investment has been made. 
Venture-capital funds usually supply continuing management and 
financial advice to the firm in which they hav » acquired an interest— 
mainly, or at least partly, to protect that interest. ‘The general reason- 
ing on the part of the larger venture-capital funds seems to be that 
the time spent assisting a large number of small companies is far 
ereater than warranted by the rewards. If only 1 day a month is 
spent helping with the problems of each of 20 small firms, for in- 
stance, that, alone, would take the complete time of 1 exec ative, Good 
executives for venture-capital firms are scarce, since they should be 
both technically and financially knowledgeable in a variety of fields. 

As a result of the administrative expense involved and, also, the 

heavy losses sustained from investment in smaller businesses, venture- 
capital funds, investment companies, and investment-banking con- 
cerns seem, generally, to have adopted a flat policy against financing 
such operations. One venture-capital fund reported that, while it 
formerly went into businesses with assets of under $100,000, its present 
policy was to concentrate on those having assets of at least $1 million. 
Furthermore, the fund no longer looks at new inventions and untested 
ideas, but, instead, prefers to invest in going concerns that need money 
for expansion and new product development. Another investment 
company has raised its lower limit for single investments from $50,000 
to $250,000. Still another reported that it is considering raising its 
lower limit on single investments from $100,000 to perhaps as high as 
$1 million and, in line with this, it is no longer willing to go into 
businesses with assets as small as $1 million. 

On the other hand, as noted above, some investors still invest in 
smaller firms. One venture-capital fund reported that its size policy 
was unchanged; it will invest as little as $25,000 in a firm. No change 
in this policy was reported to be imminent. A large commercial bank 
indicated that it frequently arranges private equity financing for 
chemical companies with assets of less than $100,000. The phe- 
nomenon of specialization also seems to be at work here; larger funds 
seem to concentrate on the growth and development of medium-size 
concerns (which are still too small, risky, or unstable for a public 
offering), while other funds and primarily individuais—investing 
their own money, separately or in groups—have become relatively 
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more important in arrangements involving smaller sums. The extent 
to which promising small ventures with capital requirements of no 
more than $100,000 exist in this age of complex technology and at cur- 
rent price levels is not clear, but some projects clearly fall in this 
category. Even if these situations are only moderately frequent, they 

may be of considerable importance in terms of economic growth and 
technological dynamics 

A quite special kind of investor in small businesses with techno- 
logical orientations is sometimes found; for example, a geophysicist 
who is an independent consultant was cited as having invested in a 
tiny company engaged in specialized instrumentation for oil explora- 
tion. An ex-engineer who 1s a corporation officer in a large electrical- 
machinery manufacturing firm was said to have put time and money 
into a firm manu facturing paints with special electrolytic qualities, 
Such situations could, conceivably, involve complex ethical problems 
and potential conflicts of interest. On the other hand, it is hard to 
imagine where venture-capital money in relatively small units from 
investors with such expert discrimination could be found if this prac- 
tice were disconraged.’ 

Closely connecte ed with the problem of size, per se, is that of newness. 
As has been mentioned, the large venture funds have become more 
reluctant to finance new ideas or projects. The one venture capital 
fund which still invests as little as $25,000 at a time has adopted the 
policy of putting money into a business only after it has been in opera- 
tion for at least 1 year. As with several other venture funds, it for- 
merly advanced money to start new firms, but loss experience was so 
heavy that this practice has been abandoned. Other respondents re- 
ported that they would consider new firms, but rarely found them 
promising prospects. On the other hand, while few are willing to 
finance a new idea which has no working model and no sales, financi ing 
is often forthcoming—frequently from individuals and oce: asionally 
from investment banking houses—after a product has been proven 
in its initial stages by a few successful sales or contracts. 





Terms on which venture equity capital is available 

The terms on which venture equity capital is supplied vary greatly 
particularly with respect to the amount of control or stock expected 
by investors and the rate of return anticipated under optimum condi- 
tions. In general, these depend upon the sum of money involved, the 
degree of risk inherent in the particular venture, and alternative 
investment opportunities available, including the public stock market. 
In addition, as mentioned earlier, a person joining a business as an 
active participant in its management will ordinarily supply funds on 
a more reasonable basis than a person merely making an investment. 

Ownership and control.—The interviewers found a great diversity 
of attitudes with respect to control. Except for those who combine 
investment with employment, few investors want to assume mana- 
gerial responsibilities, but most of them feel the need for some sort 
of ultimate or contingent control in order to protect their interests. 
In almost all cases the kind of control and the percentage of stock 
to be given up in exchange for funds is subject to a wide bargaining 
range. 


* Thomas H. Sanders, Little Outside Ventures, in his Effects of Taxation on Executives 
(Graduate School of Business Administration, Harvard University, 1951), ch. 12. 
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A certain amount of conflict is, of course, inevitable. Those seek- 
ing capital resist relinquishing control or a large share of the equity. 
Investors seek the kind of ‘Mueties they believe necessary to protect 
their interest and the profit prospects necessary to attract their par- 
ticipation. The respondents to the interviews reported almost uni- 
versally that the proprietors of small businesses were reluctant to give 
up an equity interest in their ventures; they refused “to move over” 
and in effect asked for loans which their credit ratings could not 
support. 

The proportion of equity demanded by outside investors varies 
widely: from 10 to 75 percent were mentioned in the interviews. 
Respondents were of the opinion that most “deals” were for propor- 
tions between 20 and 50 percent, the exact amount depending upon 
the sum of money involved, the amount already invested by the owner, 
prospective profits, the extent to which successful operations depend 
on the owner’s special talents or ebilities, the bargaining power of the 
principals, the degree of risk involved in the particular situation, and 
alternative yields currently available in other investment outlets, "such 
as the stock market. 

Some venture funds reported that they want no control other than 
the right to put a representative on the board of directors, with an 

eye especially to surveillance of financial management. One stated 
that most of the time it did not even put a man on the board of di- 
rectors. At the other extreme, one investment company reported that 
it will no longer go into a company in which it does not obtain a 
majority stock interest, although it had done so in the past. A pos- 
sible arrangement is to make the investment in the form of convertible 
debentures, allowing the present management to retain control so long 
as the interest on the debentures held by the investor is paid or other 
specified conditions are met.’ If the interest lapses or these other 
conditions are not met, then the right of conversion may be exercised 
so as to transfer effective control to the investors. In some cases a 
mutually agreed upon third party may hold the balance of power. 
An investor backing a new invention usually expects to receive a ma- 
jority interest in the company being formed; some respondents said 
51 percent; others cited a two- thirds interest. Established concerns 
seeking funds for expansion or new product development do not have 
to meet such terms if their record is otherwise satisfactory. 

Tolerable waiting period.—Investment in a small-business venture 
is generally regarded as illiquid. The investor seldom can sell his in- 
terest until the developmental period has passed. Even if successful, 
it may take a considerable period for the enterprise to accumul: ate 
enough retained earnings so that the original yroprietor can buy out 
his backer. Such an investment is often reall a “lock-in” by invest- 
ment, bankers. 

Most investors do not wish to be “locked in” for longer than about 
3 to 5 years. A few respondents said they would not invest unless 
they could, under optimum conditions, expect to liquidate with a 
profit within 1 or 2 years. A few stated that they were occasionally 
willing to wait as long as 8 or 10 years to realize on their investment. 
The vast majority, however, indicated that they were not prepared 


8 This sometimes takes the form of the so-called thin corporation, an explanation of 
Which appears on p. 43 
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to wait longer than a maximum of 5 years and generally preferred 
no more than 3. To some extent allowances were made for the type of 
situation: those based on new technology often take longer to realize 
their potential than others, a fact recognized by some but not all 
investors. 

Although individual investors tend to be impatient for their profits, 
outright- venture- -capital firms tend to take a longer view. One ven- 
ture-capital firm mentioned 8 years as not unusual, another 10 years. 

Individual investors often consider investment a one-shot affair. 
Venture-capital firms and investment companies, chastened by ex- 
perience with initial disappointments, are sometimes prepared to fol- 
low up initial investment with further funds if the ultimate expecta- 
tion continues to be promising, even though developments are not 
moving as rapidly as had been originally expected. Several shrewd 
managers said no one should go into a development project without 
expecting such followup additions. Others cited this same fact as one 
of the dangers of this form of investment. 

With the ever-incre: ising complexity of technology, and under exist- 
ing conditions of production and marketing, the “presently tolerable 

vaiting period for returning capital with a profit appears to be a 

catia brief one in which to expect a small enterprise to mature. Most 

large companies that are dependent on electrical or chemical technol- 
ogy now budget for a cycle of development considerably longer than 
5 years, a few as long as 10 or 15 years. What is started as unspeci- 
fied or general research may not demonstrate profitmaking possibili- 
ties for a decade or more. Furthermore, it must be recollected that in 
these large firms the other problems such as financing, production, and 
marketing usually can be solved more expeditiously. A small new 
firm may need more time than an existing big one to bring a new 
product to market. Our interviewers gained the clear impression that 
many small enterprises failed because the promoters had not allowed 
enough funds in their financing program to carry them over an unex- 
pectedly long period of research, of development, of tooling up for 
production, or of developing markets. 

Expected rate of return—Respondents reported that the minimum 
inducement necessary for them to invest equity funds in a “lock-in” 
is the prospect of a high return; the median figure appeared to be 
about a 20 percent annual appreciation on their investment. A few 
stated a somewhat lower, and some a higher, figure, but the great 
majority expressed the belief that investing in a situation is not worth- 
while unless there is promise of doubling the investment within 3 
to 5 years. One closed-end investment company mentioned the goal 
of a 10-percent return after taxes for its stockholders, but pointed out 
that a much higher rate of return was needed from successful ven- 
tures to offset the inevitable eee One respondent, manager of : 
venture capital fund, mentioned a minimum goal of a tenfold oe 
preciation of original investment in 10 years. While this may seem 
like a quite high return, it amounts only to a doubling of investment 

each 3 years; not far from the goal mentioned several times by other 
sectentiard. When debt instruments are involved in addition to the 
stock participation, as is frequently the case, the rate of interest is 
usually a nominal 5 or 6 percent.* In these situations the equity 


’An explanation of the “thin” corporations appears on p, 544 


ee te 


— a 


4awere. 


ne ee ee 


ental Guan de 


oan 


red 
2 of 
lize 


all 


fits, 
en- 
irs. 
air. 
ex- 
fol- 
‘ta- 
not 
wad 
out 
one 


ist- 
ble 
ea 
‘ost 
10l- 
han 
ecl- 
i li- 
t In 
ind 
1eW 
1eW 
hat 
ved 
eX- 
for 


um 
in” 
be 
‘ew 
eat 
th- 
is 
oal 
out 
en- 
fa 
Ap- 
‘ecm 
ent 
her 
the 
b is 
lity 


FINANCING SMALL BUSINESS 537 


position, which they hope will yield a capital gain, is the important 
inducement rather than the interest income. 

The guarded remarks of the funds which do not publish financial 
statements and the public records of those which do publish them 
indicate that the institutional venture capital investors (funds and 
closed-end companies) apparently have fallen short of realizing 
their goals—usually thought to be about 15- to 20-percent capital ap- 
preciation annually. This record was made in spite of the fact that 
their intensive screening presumably removes the poorer prospects, 
and leaves only the best risks. The interviewers did not attempt to 
pry into the personal affairs of the noninstitutional respondents. Some 
investors, however, volunteered comments about their experience. 
Some said that they had done very well, but most stated that loss ex- 
perience and expenses had offset a substantial fraction of the gains 
from successful ventures. Some said, rather ruefully, that they would 
have done just about as well over the past 5 or 10 years investing in 
good common stocks of large companies listed on the securities ex- 
changes, and with a great deal less trouble and effort. While the 
stock market has done well in the past decade, small business, in gen- 
eral, has also prospered. 

The method of getting access to respondents that had to be fol- 
lowed in this project suggests that the successful venture capital in- 
vestors, and not investors who failed, were interviewed.*° If those 
who had retired from or who had lost out in the field had been inter- 
viewed, reports of an even lower average rate of return on venture 
investment might have been found. Further evidence is sorely needed, 
but that assembled in this survey suggests that the amount of capital 
going into venture capital investment may well be about all that the 
“test of the market” can justify on purely economic grounds. In 
other words, private channels may be diverting at least as much capital 
into venturing as is justified by the test of comparative earnings net 
of losses. 

For whom is venture investment appropriate?—Several of those 
interviewed reported that some rich men make it a policy to put about 
one-tenth of their total portfolio into small-business ventures. Some 
of the respondents, however, apparently had a considerably larger 
part of their portfolios so invested. The almost universal view, how- 
ever, was that an investor who put outside capital into small-business 
ventures should have a substantial portion of his portfolio in more 
liquid open-market securities. Not only is such liquidity needed for 
purposes of investment mobility and for protection of heirs, it is also 
an important tax consideration. An investor needs such a portfolio 
division if he is to offset his capital losses against capital gains. 

Respondents also thought an outside investor in small business 
should take a stake in several enterprises if he goes into venture in- 
vestment at all so as to diversify his risks. A man promoting a small 
business may not be able to diversify; he stakes his future on the suc- 
cess of his own efforts. An outside investor, however, would not be 
prudent to take this view. 

If account is taken of the prudent division of an investment port- 
folio between venture investment and other forms of investment, of 
the need for diversification, and of the practical unit size for invest- 


See the appendiy 
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ment in small ventures, it follows that venture investment is appro- 
priate only for rich and aggressive investors. 


PUBLIC SALE OF SECURITIES 


Up to this point we have been concerned primarily with raising 
equity capital through direct negotiation with individuals and organ- 
izations. As mentioned in the introduction, however, some small 
corporations are able to sell their stock to the general public. This 
section is primarily concerned with those firms that are marginal 
raisers of funds through public flotations. 


Conditions and costs of public sale 


The investment banking respondents felt that size is an important 
but not necessarily a conclusive consideration as to whether or not 
securities of a given business can be offered for public subscription. 
They recognize, however, that the costs of a public offering create a 
lower limit that excludes a very large part of small businesses. 

Type of business appropriate for ‘pasta offering.—Investment bank- 
ing respondents made clear the minimum conditions that had to be 
met by a small business to make its securities salable by public offer- 
ing; it had to promise a very large profit potential, such as a uranium 
mine; or it had to possess great growth potential, such as a firm mak- 
ing electronic computers. “A few investment banking firms specialize 
in the sale of such highly speculative issues. The great bulk of the 
investment banking community, however, and most of those inter- 
viewed, have clients for whom such securities are not thought appro- 
priate investments. 

A small high-quality company almost certainly could get a reputable 
banking firm to offer its securities to the public. An interesting and 
surprising point made in these interviews, however, was that such a 
small business probably could be sold as a complete unit to a corpora- 
tion or to an individual at a higher price-earnings ratio than could be 
realized from the sale of its securities to many investors in the public 
market. This was cited as an explanation of the fact that public 
offerings of high-quality small businesses are rare. A small company 
in a speculative position would find only a limited number of invest- 
ment banking houses that would be willing to handle a public offer- 
ing, and these would generally be the small and less well-known firms. 

Cost of a public offering.—Investment banking respondents in the 
survey were all aware of the fact that the cost of a ‘public offering often 
made this source of capital prohibitive for small businesses. They 
pointed to the high overhead cost of legal fees and of investigation re- 
quired for pu blic offering. A great many, though not all ‘of them, 
thought th: at the costs involved in financing by direct negotiation were 
significantly less than those of a public offeri ing. 

The Securities and E xchange Commission has made several studies 
of the cost of flotation of securities. All of these studies show that 
raising equity funds costs considerably more than selling debt obli- 
gations and that small issues cost more than large issues. Small 
businesses need to raise small amounts. Since the investigational and 
administrative costs associated with public flotation are inflexible if 





1 This subject is dealt with in pt. I, Background Studies, study 13 (Piekering), p. 282. 
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not fixed costs, the cost of a small public financing per dollar raised 
is necessarily high. Some of the respondents contended that regula- 


| tion of public offerings of securities by the SEC has increased costs 


TCA eI 


unreasonably. This contention, however, was not sustained by all 
investment-banking respondents interviewed. 

Investment- banking respondents pointed out that some investment 
bankers specialize in handling small issues. These were sometimes 
called “regulation A” houses Sa caiias of the SEC regulation of that 
designation which allows abbreviated offering procedures for issues 
of $300,000 or less. These firms were reported to have adopted inves- 
tigative and offering procedures and sales techniques which made such 
small offerings economically feasible. Most of the investment bankers 
interviewed observe minima considerably above the $300,000 level. 
Very few of them would consider an issue involving less than $1 mil- 
lion, though the respondents reported some devi ation from this rule. 

The investment bankers interviewed estimated the cost of public 
flotation at from one-fourth to one-third of gross proceeds for public- 
security issues at the regulation A margin and defended this cost as 
reasonable. Most of them seemed to believe that the price-earnings 
ratio on which an issue could be sold to the public would not be far 
different from the price-earnings ratio that would be required by 
direct private investors. This suggests that public offerings are more 
costly for small companies than directly negotiated financing. 

“Best effort” and direct public sales of securities—An investment 
banker usually distributes a securities issue publicly only after giving 
the issuer a firm “underwriting” contract of sale. In a few cases, 
however, naihgane mgs gk firms will attempt to sell securities on 
a “best effort” basis. Of necessity, small businesses sometimes must 
prep Liga effort” selling if they are to get investment-banker repre- 

entation. This form of financing, however, has several disadvantag 
Ne Ww aan ng needs often have an all-or-nothing quality. The sale of 
only a portion of an issue is not satisfactory. The “blue sky” laws of 
several States, including California, specify that, unless an issue is 
almost completely sold, the investment funds (less sales commission) 
are to be returned to the investors. 

Several respondents mentioned cases of firms that had sold securities 
directly to the public successfully without use of investment-banking 


| machine ‘ry. The examples cited, however. suggest that this sort of 


operation is not far from the category of “friends and relatives” financ- 
ing. One respondent pointed with pride to the underwriting of an 
issue of $100,000 for a cash cost to the firm of only $10,000, or one- 
tenth of the gross proceeds. (The fact that the underwriter secured 
a potentially valuable stock option probably accounted for this low 
margin.) 

Timing and strategy of public offerings 

The investment bankers interviewed stressed the importance of tim- 
ing and strategy in the success of a public offering. They thought 
timing probably to be even more important for a small-business issue 
than for one ofa large and well-established corporation. 

When is an issue ripe for public distribution?—The respondent 
investment bankers felt, almost universally, that the securities of a 
firm still in its early developmental days were not yet ready for public 
distribution. They felt that a period of successful operation, possibly 
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when a firm is approaching the distribution of dividends, is more ap- 
propriate for a public s sale. The respondents, however, were not uni- 
form in their judgment on this point. Some investors in market 
securities have come to recognize the advantages of capital gains and 
so prefer buying securities that pay no dividends but retain their earn- 
ings. Several of the investment-banking respondents averred that 
the sale of shares with long-term growth prospects presented no ob- 
stacle at all, even though dividend expectations were still remote, 
Some of the other investment-banking respondents, however, seemed 
to feel that a company should be approaching the point where its 
success was reasonably assured before going to the public market. 

Those interviewed mentioned that populs ir enthusiasm for certain 
lines of business is, perhaps, even more important in the public mar- 
ket than it is in directly negotiated financing. At one stage, uranium 
issues sold well but, afterward, the market for them coll: apsed, Still 
later, electronics producers enjoyed a great popularity. Currently, 
a concern working on solid-fuel rocket propellents probably could mar- 
ket an equity issue successfully. 

Stock-market influence on public offerings.—Al\though some differ- 
ences of opinion with respect to the effect of stock-market influences on 
negotiated financing prevailed among the respondents, there was none 
about the matter of stock-market influence on public offerings. A 
booming stock market helps new issue sales; a faltering stock market 
hurts them. 

The investment-banking respondents reported that they generally 
feel an obligation to “make a market” for the unlisted securities they 
offer the public after the offering is completed. The level of prices 
for listed securities has an important and pervasive aannipt 3 on such 
a dealer operation. If the investment banker feels uneasy about stock 
prices, he is likely to be apprehensive about the siltewsien of “making 
a market” for a recently issued security ; it is likely to be a losing propo- 
sition. The process of making a market is also difficult if an issue is 
too small in ae. If the proprietor of a small business that has re- 
cently made a public offering is, himself, a person of moderate financial 
means, he is not in a position to help his investment banker “make” 
good market. 


a 


When is it wise for a business to solicit public ownersh ip? 

Several investment-banking respondents said that, even though a 
firm could sell its securities to the public, it might be ill advised to do 
so. Companies involved in currently popular fields of advanced tech- 
nology may enjoy this privileged position early in their business life. 
But popul: wity in the investment community is fickle. If the develop- 
mental time re quired for a project is longer than anticipated, investors 
become impatient and an issue can fall from popular favor. If the 
price of a company’s stock falls materially below the first public-issue 
price, it is difficult to sell a subsequent issue. On the other hand, a 
single original investor or small syndicate of sophisticated investors, 
because of their appreciation of the time required for developmental 
work and their closeness to the situation, might be willing to invest 
additional funds. 

The matter of control is frequently an important consideration in 
deciding whether to sell securities in the public market or to seek direct 
or negotiated investment. The promoter of a business may be able to 
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retain effective control of his business, even though he sells a numerical 
majority of his shares in a public sale. The investment-banker re- 
spondents pointed out that they often made an effort to distribute 
shares widely. A counterbalancing consideration, however, is that 
a business promoter, though he may give up financial control to an 
investor or a small syndicate of investors in a negotiated sale, may also 
gain a valuable ally or allies. Such investors may furnish valuable 
financial, production, or marketing advice and help. When a large 
corporation invests in a small company, it frequently supplies invalu- 
able management help, as well as more tangible support in the form of 
financing and sales. 

The investment-banker respondents generally reported that they 
expected to be represented on the boards of the companies for which 
they sold shares. Many of them, however, prefer not to enter too 
closely into man: igement t affairs. 

Thus, although ¢ opinion among the respondents was quite mixed with 
respect to the matter of public versus private financing, it was clear 
that many investment bankers are hesitant to offer a public issue for 
a small firm, either because they feel the stock may be too risky to 
recommend for purchase by the general public or because they feel 
that it involves too much promotion effort on their part or too much 
expense to the company. Furthermore, if the price of the stock does 
not hold up well, it may easily jeopardize the chances of the company 
to raise additional funds in the future. On the other hand, some small 
firms have tapped this market successfully and found it to have 
advantages. 


EFFECTS OF TAXES ON THE AVAILABILITY AND COST OF SMALL-BUSINESS 
EQUITY CAPITAL ** 


With only a minimum of stimulation, the respondents to these inter- 
views talked rather feelingly about the effects of taxes on small-busi- 
ness investment. The only interview question that invited a response 
relative to taxes was one asking the form of securities used in small- 
business investment, since it is generally assumed (and confirmed by 
the interviews) that tax considerations dominate the choice of form. 
The replies to this and other questions, however, suggested a somewhat 
broader interest in taxes. 

Many of the respondents felt that the burden of taxes on the con- 
duct of small business limited the attractiveness of this form of invest- 
ment. This was puzzling since small business already enjoys some 
tax advantages and suffers few tax disadvantages.” The interviewers 


13 Since the literature on this subject is large, only two items are cited here. The classic 
study is J. Keith Butters and John Lintner, Effect of Federal Taxes on Growing Enterprises 
(Graduate School of Business Administration, Harvard University, 1945). See also, U. S. 
Congress, Joint Committee on the Economic Report, Federal Tax Policy for Economic 
Growth and Stabiltiy, Papers Submitted by Panelists, 84th Cong., 1st sess. (November 9, 
1955), ch. 13, Taxation of Small Business, cited hereafter as Federal Tax Policy. 

13 That small business suffers tax disadvantages seems to have been widely accepted with- 
out challenge. In the regional hearings of the Senate Select Committee on Small Business 
on Tax Problems of Small Business and in the report of this committee to Congress this 
view is encountered repeatedly. (Hearings, 85th Cong., 1st sess., September to December 
1957 ; S. Report. 1237, 85th Cong., 2d sess., January 30, 1958.) This view does not seem 
to be supported by the facts of tax law. Tax advantages of small businesses include the 
following: They can avoid incorporation more readily than a big business if such is advan- 
tageous taxwise as it frequently is. Under present tax law certain partnerships may elect 
to be taxed as corporations, if they make the election on an irrevocable basis. Small cor- 
perations have a lower av erage r rate of income taxation. C orporations pay only a 80 per- 
cent income tax on the first $25,000 of income, an advantage which is ignificant only to 
small corporations. Small corporations enjoy somewhat greater latitude than is true of 
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were unable to judge to what extent these views represented a real 
deterrent or were simply for the record. A few of the respondents 
were asked to explain their reasons for feeling small business was 
at a tax disadvantage. They were generally unable to do so very 
cogently. 

Are small business taxes an investment deterrent? 

If investors really feel that taxes paid by small businesses are in 
some degree an investment deterrent, it was felt important to locate 
the source of these feelings. The interviews brought out three points 
that may account for some of them. In the first plac e, these investors 
are interested primarily in small businesses that are expected to grow 

rapidly, and taxes can create financial problems for any rapidly grow- 
ing business. Second, it was averred that small businesses ¢ annot con- 
trol prices and profits as well as large businesses. ‘Taxes can embarrass 
any business that suffers a weak control of prices and profits. Finally, 
smali businesses apparently find it harder to retain the tax advantages 
of development costs than do large businesses. 

Taxes and growth of small business—The rate of growth reported 
to be necessary to make a small business an attractive investment is 
much higher than that expected of a large company. Investment 
analysts would consider an industry in which sales grew 10 percent 
per annum to be a strong growth industry. The respondents, however, 
indicated that a much higher expected rate of growth than this was 
required if a small- business situation was to be considered an attractive 
investment (see p. : 536). 

This suggests that dynamic small businesses have a more difficult 
financing problem that large businesses, and one that can hardly be 
solved by retained earnings. If large businesses grew at the same high 

rates expected of small businesses, they, too, would be less able to 
finance themselves from retained earnings. In other words, the fre- 
quently voiced complaint about the burden of taxes on small business 
is really an indirect expression of the problem that if a small business 
is to attract external c apital it must promise to grow with unusual 
rapidity. 

Costs, profits, and taxes.—Several respondents said that small busi- 
nesses often do not and cannot price their products high enough to 
generate an adequate volume of retained earnings. Others stressed 
the belief that small businesses cannot control costs as well as large 
businesses. Still others said that when business conditions slacken, 
small businesses cannot compete with large ones effectively and can- 
not hold their share of the market. All of these factors suggest a 
volatility of earnings. Taxes, though not heavier, are always more 
of a potential embarrassment to businesses that are plagued with vola- 
tile earnings. 

Getting full tax benefits from developmental expenditures—New 
enterprises based on advanced technology often must spend money on 
research before there is any income. These expenses cannot be used 
as a tax offset until income has been produced. If the developmental 
period exceeds the loss carry-forward period, these costs vield no tax 


large corporations in distributing income to owners through salaries, and in putting owners 
in possession of real income through deductible expenditures, such as making sales trips 
to vacation areas and using company cars for personal purposes. The only tax disad- 
vantage for small business encountered was the problem of taking full tax advantage of 
developmental costs. 
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offset whatsoever. Even if the tax offset is taken but is considerably 
deferred in time, the real economic value of these tax savings is 
reduced. Consideri ing the high cost of capital to new and small 
ventures, it may be considerably reduced. 

A large business engaged in a variety of activities usually is able to 
charge off developmental expenses on a current basis and so enjoy an 
immediate tax advantage. 

Tax effects on the form of investment 

The respondents felt that the taxes falling directly on investors 
(i. e., not business taxes per se) made venture investment inappro- 
priate for small and even medium-size investors. They pointed out, 
however, that some wealthy investors can secure positive advantages 
from venture investment, if they work out capital structures that take 
account of tax considerations. 

The interviewers asked a question regarding the securities used for 
investment in small-business ventures ‘partly “to assess this influence 
on the capital structures of new enterprises, and partly to discover 
the division of control and profits. While the interviewers gained 
some insight into the proeess of investment analysis undertaken by the 
respondents, they did not learn a great deal about the exact forms and 
instruments. The respondents frequently pled ignorance and said 
that the form of their participation was arranged by their tax 
lawyers and accountants. 

Almost all of those interviewed, however, confirmed the fact that a 
sophisticated outside investor would not put equity funds in a small- 
business venture unless assured in advance that he could take most of 
his rewards in capital gains form. Though the devices used by tax 
lawyers and accountants have not always stood the test of litigation, 
it appears that most of the time they have been reasonably successful. 
It might even be said that some of the more sophisticated and aggres- 
sive of the respondents had a positive preference for investment in 
these special situations, since they seemed to be confident of their 
ability to tailor the deals and to assure themselves of favorable tax 
treatment. Thus the evidence uncovered in these interviews confirms 
the general conclusion reached in the Harvard Business School study 
of the effects of taxation on individual investment.* This study 
showed that conservative investors were made even more cautious by 
taxes, but that aggressive investors were probably induced to be even 
more venturesome, particularly if they could get their rewards in 
capital gains form. 

Realiz ing returns in capital gains form.—The respondents almost 
universally reported that if they could not reap the rewards of small- 
business investments in capital gains form, investment in such enter- 
prise was hardly worthwhile. ‘The interviews also suggested that it 
has generally been possible to do so, though occasionally stumbling 
blocks have been encountered. The interviewers got the impression 
that as the older tax-reducing devices failed to stand the test of liti- 
gation, new and ingenious devices were invented. If existing tax law 


1% J. Keith Butters, Lawrence Thompson, and Lynn L. Bollinger, Effects of Taxation: 
Investments by Individuals (Harvard Business School, 1953). See also J. Keith Butters, 
Effects of Taxation on the Investment Capacity and Policies of Individuals, Federal Tax 
Policy, pp. 126-135. 
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is a stumbling block, new tax legislation may be sought in the inter- 
ests of special situations.” 

The means for getting the rewards of small business investment in 
capital gains form is usually to have the investor take his participa- 
tion in the form of common stock, a stock option, a warrant, or a 
preferred stock or debenture convertible into common stock. If the 
participation is in its simplest form, that is, common stock, there is 
a related tax difficulty: The enterprise itself cannot deduct dividends 
as anexpense. Asa result, the package form of participation : appears 
to have become nearly universal: A combination of the basic invest- 
ment in some debt form, usually on an installment or serial basis, 
accompanied by common stock, a stock option, or a warrant for the 
purchase of common stock. A company in which the ratio of debt to 
pro forma equity is very high is known in expert tax circles as a 

“thin” corporation. If the proposed division of dividends and of 
control are not parallel, the capital structure may have “classified” 
forms of equities such as class A and class B common stock with one 
predominating for purposes of control and the other for dividend 
allocation. The efforts to distribute the rewards as capital gains but 
to maximize the expense deductions of the enterprise have led to the 
invention of still other technical tax devices. 

A few respondents reported refusing to resort to such devices. One 
venture capital fund makes it a practice to take most of its partici- 
pations in uncomplicated common stock form. 

Taking tax advantage of losses—Investor respondents mentioned 
one tax problem quite frequently. They seemed to feel unable to take 
what they considered to be a satisfactory tax advantage from the 
losses involved in venture capital investment. If an investor in small 
enterprise does not plan carefully in advance, he may find himself 
with a loss which, as a capital loss, cannot be used as a tax offset 
(except to the extent of the $1,000 capital loss that can be charged 
against regular income each year). To have a symmetrical position 
with respect to taxes on capital gains and losses, an investor needs 
to be able to use his losses to offset gains. This requires a diversified 
and rather large investment portfolio. 

The methods used by investors for assuring a tax offset of losses 
seem to fall into two categories. In the a “plac e, the partnership 
form of organization sometimes has some real advantages for this 
purpose. With it, losses can generally be offset against regular in- 
come. The investor may be exposed to more ¢ ontingent liability than 
he finds comfortable, but where he can control this liability exposure, 
the partnership form of business organization seems to have some 
advantages. Broadway theatrical productions, for example, are al- 
most. always organized as limited partnerships. Secondly, advance 
planning for possible losses may include the est: ablishment of a port- 

folio position in which capital gains, particularly short-term capital 
gains, may be available for re ealization at that time when it may be 
advantageous to book the loss on a special small business venture. 
Unfortunately, the interviewers were unable to get a clear picture of 
how these arrangements work in practice. 





% William L. Cary, Erosion of the Tax Laws, Harvard Business Review, September- 
October 1955. See also William L. Cary, Pressure Groups and the Revenue Code: A 
Requiem in Honor of the Departing Uniformity of the Tax Laws, Harvard Law Review, 
March 1955. 
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The timing of both losses and gains is an important strategic fac- 
tor in tax planning. Direct investment in a small business venture 
reduces the market flexibility of the investor. Such an investor can- 
not always estimate just when his gains and losses will appear. He 
does not have as precise control of the timing for realization of these 
gains or losses as is true when he invests in open market securities. 

Since time devoted to development of a new product may be ex- 
tended almost indefinitely or terminated almost without notice, the 
investor in a new product situation may vary the time at which he 
takes his loss (if a loss seems inevitable), depending on his other fi- 
nancial affairs. Inventors and developers have sometimes been left 
stranded when their backers, patient for a long while, withdrew their 
support abruptly when taking a tax loss was advantageous to them. 
The timing of some losses, for example, those on theatrical produc- 
tions, cannot be “managed” for tax purposes. This means the loss can- 
not be arbitrarily put in the most advantageous tax year by some act 
of management by the investor as is true with other kinds of losses. 

Inherent tax differences of various industries—The interviews 
showed quite clearly that tax considerations make some lines of busi- 
ness inherently more attractive than others; oil exploration stands at 
the top of the list. Other forms of mineral extraction have similar 
though not as compelling tax advantages. 

Estate tawes on small business equities —Because small business in- 
vestments are far less liquid than most other forms of investment, in- 
vestors, having enough wealth so as to involve their heirs in sizable 
estate tax liabilities, are likely to feel quite restricted in the extent to 
which they can participate in such ventures. This is not always a dis- 
advantage, however; some investors reported that they were able to 
make advantageous use of special situation investment, such as using 
low-cost stock options as a way of transmitting property of great value 
to heirs at a low tax cost. 

Salv raging losses for “carry- forward” de ductions.—Many of the re- 
spondents indicated a preference for going into a special situation 
early in its life history rather than later after it had possibly gone 
through some difficult experiences. Rather than being deterred by 
the fact that after a period of operation such a venture m: ty have 
made considerable losses, others pointed out the strategic tax value of 
earlier losses. If the enterprise can be converted from a losing one 
into a profitable one, there is an interval during which the losses can 
be carried forward and offset against profits. During this period the 
sizable post-tax retained earnings can be used fo build up liquidity 
and equity investment. On the other hand, if the enterprise continues 
to be unsuccessful and to incur losses, its owner may merge it in with 
some more successful venture of his where he can use the accrued 
losses as tax offsets. Losses have salvage value in tax planning. 


RELATION OF CREDIT AND MONETARY POLICY TO VENTURE CAPITAL SUPPLY 


Opinions of respondents with respect to the influence of credit and 
monetary policy on small business investment were surprisingly 
mixed. A few seemed to feel that it had a dominant influence on the 
availability of equity capital to small business; others were far less 
impressed with this influence. It was notable, however, that many of 
the respondents were rather well informed with respect to the cur- 
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rent state of monetary policy and often were anxious to debate the 
subject with the interviewers. 

The opinions of respondents with respect to this influence fall into 
two categories: a majority of respondents felt that the influence of 
monetary policy on business conditions and on the level of stock 
prices was material. They related this general influence to the cli- 

mate of small business expectations in a number of ways. Several 
respondents said that the availability of commercial bank credit was 
a significant factor in their own operations as investors and in the 
sort of rounded financing arrangements they attempted to make for 
the ventures they were contemplating. The respondents almost uni- 
versally valued their commercial banking connections, respected their 
bankers’ feelings, and many of them were sensitive to the bank lend- 
ing policies prevailing at the time the interviews were conducted. 
Influence of business conditions and stock prices 

Several respondents held the view that small businesses are less 
stable than large corporations and more influenced by the swings 
in business conditions. A few respondents were so explicit as to sug- 

est that the greatest contribution public policy could make to small 

yusiness success would be to support an unbroken and high level of 
general business activity. 

A rising general price level and booming business were thought 
to encourage special situation venturing, perhaps even more than 
general equity investment. The stock market seems to play a special 
role: as listed stocks become “overpriced,” they become less attractive 
in comparison with special situations. Conversely, depressed eco- 
nomic conditions and a declining stock market contribute to an at- 
mosphere of caution and reduce the price of listed securities to the 
point where potential investors consider them bargains. A number 
of respondents referred to particular instances of venture deals and 
small public offerings that were postponed during the latter half of 
1957 as the result of the drop in the stock market. Almost without 
exception the respondents thought stock market prices related to 
monetary policy ; so clearly related as to be axiomatic. 

A few responde nts suggested that the opportunities for a special 
situation investor could be found even when general business condi- 
tions were not too ebullient. It is notable that some of this second 
group of respondents, as near as the interviewers could tell, were 
those who specialized in rescuing faltering companies. 

A high level of stock prices logically “induces venture investment 
for specific tax reasons. If an investor has unrealized capital gains 
in his portfolio, he may prefer not to “realize” them until he can 
manage an offset. Under such circumstances he may feel more than 
usually disposed to “take a flier,’ to make a direct investment in a 
small business venture. If he wins, fine; if he loses, the loss can be 
used to offset those other gains; in effect, to release those previously 
unrealized gains. W ithout the possibility of such an offset he may 
prefer not to venture. 


Influence of bank credit availability 
In addition to the general influences, monetary policy affects the 
flow of equity funds into venture situations in two rather more direct 


ways. These both reflect a close relationship between the injection of 
equity funds and the extension of bank credit. 





the 


nto 
> of 
cock 
cli- 
eral 
was 
the 
for 
uni- 
heir 
and- 
d. 


less 
ings 
sug- | 
mall 
el of 


ught 
than 
ecial 
ctive 
eco- 
n at- 
» the 
mber 
; and 
lf of 
chout 
xd to 


yecial 
ondi- | 
cond 
were 


ment 
gains 
e can 
than 
in & 
an be 
ously 
» may 


ts the 
direct 
ion of 


FINANCING SMALL BUSINESS 547 


First, a number of the investor respondents said they used bank 
credit to finance part of their venture operations. One large venture 
fund borrows frequently from banks to obtain a part of the funds 
it employs in special situations. Individual respondents reported 
that they and other investors often financed their operations partly 
through bank credit. At the time of the interviews one investor 
reported being pinched and “not interested” in any new special situ- 
ations. A policy of monetary restraint may thus directly curtail 
the availability of funds to investors who trade on their net worth 
for venture investment. 

Second, venture investors are frequently willing to put up equity 
money only if debt financing can be brought in simultaneously and 
so increase their leverage. Some backers reported that they had 
endorsed the notes of firms in which they were interested in con- 
junction with the investment of their own funds. If problems arise 
in arranging such bank or insurance company debt financing, as is 
more likely during a period of monetary restraint, this may inhibit 
the flow of equity funds into new ventures. 


APPENDIX 
CHARACTERISTICS AND LIMITATIONS OF THE INTERVIEW PLAN OF THE SURVEY 


The number of interviews on which this report is based is distributed among 
classes of respondents and Federal Reserve districts as follows: 




















| Federal Reserve district 
Type of respondent er . > eal ae : fe 
Boston | New Minne- } Dallas |San Fran-| Total, 5 
| York apolis cisco districts 
ition = lei . . ~—}—- ——_|.__ —_-- spiciats 
| Investment bankers. -- ‘= 4 11 5 5 12 37 
Private investors. - - - | 1 2 1 |} 4 3 il 
Financial consultants | 2 2 2 Th | Cctoschigescancihi 7 
Business brokers I 1 dunt 2 
Institutional investors ! 4 5 S hee . 1 ll 
Miscellaneous 2. -- | 5 5 4 | 1 4 19 
| —-—-— -- ———— = J —_—_____— 
Total. -| 17 26 13 | 11 20 3 87 








' Venture capital funds and closed-end investment companies. 

2 Mainly commercial bankers. 

3 The total number of persons interviewed is somewhat larger since, in a number of interviews, 2 or more 
respondents were present. This was particularly true of partners in investment banking firms. About 
12 of such ‘‘doubles’”’ were recorded in interview notes but the actual number may have been somewhat 


arger. 
] 


To initiate the survey, a standard interview form was devised. In 
practice, however, this form was all but abandoned. It was not 
universally or even generally applicable. The great heterogeneity of 
the respondents meant that the interviewers had to adapt their ques- 
tions to each situation as they encountered it. Even among a seem- 
ingly homogeneous group of respondents such as investment bankers, 
the interviewers found a high degree of specialization. 'The questions 
relevant for one banker often had no relevance for another. 

Because the standard interview form was not generally applicable, 
the interviewers felt it necessary to prepare extensive interview notes. 


‘In a few cases the written interview notes were checked with re- 


spondents in order to verify the accuracy of reporting. Even when 
interview reports were made on the standard form, they were almost 
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always supplemented by extensive additions and comments. ‘These 
interview reports and notes became the foundation for the drafting of 
this report; a complete file of them was studied by each of the staff 
members who contributed to this report. 

The heterogeneity of respondent interests and policies has some 
added significance with respect to the apparent availability of venture 
capital. A  none-too-sophisticated small-business proprietor might 
assume, after t: alking with 1 or 2 investment bankers, that he would 
receive the same kind of response from other members of this frater: 
nity. Our interview results suggest that this conclusion could be 
wrong. A “deal” that would be thrown out of one office might be 
entertained sympathetically in another. Standards and practices in 
investment banking are far less uniform than those prevailing in com- 
mercial banking. 

The initial interview in most Federal Reserve districts was con- 
ducted with a person, usually an investment banker, who was known 
to be interested in special situations or in negotiating with the smaller 
concerns that applied for financing. This initial respondent was 
asked to name others who might be helpful and knowledgeable in the 
field of equity financing of small business. This chain of reference 
was continued throughout the interviews; ultimately it led away from 
the investment banking firms to specialized financial consultants, to 
several closed-end investment companies that were known to take posi- 
tions in “special situations,” and to the managers of several venture 
capital funds. The orbit of interviews ulitimately exceeded even these 
margins and included a few business brokers, some specialists in re- 
habilitating the finances of small concerns that had gotten into diffi- 
culties and even two business managers for Broadway theatrical pro- 
ductions. By mistake, one small-business man—a borrower rathe1 
than an investor—was interviewed. 

In a very crude sense, it could be said that these interviews repre- 
sented very much the circuit that might be traveled by a promoter 
seeking backing for a projected enterprise. The reception accorded 
our interviewers was doubtless far more detailed and courteous and 
made in quite a different vein than the interview that would have fol- 
lowed a real application for funds. Nevertheless, this analogy is not 
without some medit : It gave the interviewers a “feel” for the real avail- 
ability of funds and the terms on which such funds are supplied. It 
also gave them a chance to judge the financial acumen a proprietor 
would need to bargain intelligently, and the nature of financial advice 
that he probably would receive. 

This project also suffered from the fact that its intended scope and 
purview could not be neatly defined. Other parts of this Federal 
Reserve survey of small-business “lenders” were aided by clearly 
recognizable institutional and functional limits. A commercial bank 
is a commneboras bank; thus the project for interviewing commercial- 
bank lenders was given easily recognizable limits. While the institu- 
tional arrangeme nts for so-called commercial financing and factoring 
are not quite as clear cut, the functional nature of these activties in 
accounts: receivable and inventory financing are fairly well known. 
Even the inquiry into trade credit and its role in small-business financ- 
ing did not involve insurmount: ible questions of coverage. 

This inquiry into small-business equity-capital financing was also 
plagued by the old question: How small is “small” business? The 
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many studies that have already been made of small-business financing 
assure one that the equity capital for most beginning enterprises is 
supplied by the promoter, his relatives, and , possibly, his friends. This 
supplied a lower boundary for the inquiry. It obviously would have 
been impossible to have studied “family and friend” financing within 
the time and with the small resources available for this project. Even 
if possible, it would have duplicated in part another Federal Reserve 
survey now in its planning stages, the so-called borrowers survey, 
which is expected to cover small-business men themselves. 

The upper limit of size initially adopted for this survey was the size 
of a business which can raise money in the public markets. While the 
test of the availability of public financing seem to furnish a logical 
boundary on the other side of our inquiry, it had to be breached. A 
business, large enough to go into the public markets for financing, may 
still be “small” for purposes of financial analysis. The interviews 
disclosed that some marginal concerns falling in the twilight zone 
between private deals and public issues were really much more nearly 
small business examples. The interviews also revealed that many 
equity financings negotiated are considerably larger than the bottom 
margin of public finance ing. Since the lone of demarcation between 
such offeri ings and private negotiated deals was vague, it was felt safer 
to extend our inquiry part way into the area of overlap between public 
and negotiated financing. 

Not ‘only was the interview sample pattern unscientific, the inter- 
viewers started with little experience in this sort of i inquiry. In most 
scientifically conducted surveys of opinion, the professional inter- 
viewers stand apart from the process of planning and analysis; they 
are simply the vessels by which responses are gathered. One distin- 
guished analyst of public opinion polling has admitted that he can- 
not match the skill of his own trained interviewers. 
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